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EXPOSURE DRAFT
PROPOSED STATEMENT OF POSITION
DISCLOSURE OF CERTAIN SIGNIFICANT
RISKS AND UNCERTAINTIES AND FINANCIAL
FLEXIBILITY

MARCH 3 1 , 1993

Prepared by the Risks and Uncertainties Task Force
Accounting Standards Division
American Institute of Certified Public Accountants
Comments should be received by July 3 1 , 1993, and addressed to
Frederick Gill, Senior Technical Manager, Accounting Standards Division, File 4290
AICPA, 1211 Avenue of the Americas. New York, N.Y. 10036-8775
800047

SUMMARY

This proposed statement of position (SOP) would require all reporting entities (including
business enterprises, not-for-profit organizations, and state and local governments) that
prepare financial statements in conformity with generally accepted accounting principles to
include in their financial statements disclosures about—
•

The nature of their operations.

•

Use of estimates in the preparation of financial statements.

In addition, if specified disclosure criteria are met, it would require such entities to include in
their financial statements disclosures about—
•

Certain significant estimates.

•

Current vulnerability due to concentrations.

•

Financial flexibility.

The provisions of this proposed SOP would be effective for financial statements issued for
fiscal years ending after December 15,1994, and for financial statements for interim periods
in fiscal years subsequent to the year for which the proposed SOP is first applied. Early
application is encouraged but not required.

Any individual or organization may obtain one copy of this
exposure draft without charge until July 31, 1993 on written
request. To order, and for information on applicable prices for
additional copies, contact:
AICPA Order Department, CL393
P.O. Box 2209
Jersey City, NJ 07303-2209
FAX 800/362-5066

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
(212) 596-6200
Fax (212) 596-6213

March 3 1 , 1993
Accompanying this letter is an exposure draft of a proposed statement of position (SOP),
Disclosure of Certain Significant Risks and Uncertainties and Financial Flexibility. A summary
of the proposed SOP also accompanies this letter.
The purpose of the exposure draft is to solicit comments from preparers, auditors, and users
of financial statements and other interested parties.
The proposed SOP would apply to all reporting entities (including business enterprises, not-forprofit organizations, and state and local governments) that prepare financial statements in
conformity with generally accepted accounting principles. It would require such entities to
include in their financial statements disclosures about—
•

The nature of their operations.

•

Use of estimates in the preparation of financial statements.

•

Certain significant estimates.

•

Current vulnerability due to concentrations.

•

Financial flexibility.
Areas Requiring Particular Attention by Respondents

Scope
AcSEC believes that the disclosures being proposed are relevant to all reporting entities
and that, while difficult to measure, the cost of providing the information probably will not
be excessive in comparison to the potential benefits to users.
AcSEC will consider the scope of the SOP further after the exposure period. Should AcSEC
decide to exclude some entities from the scope of the SOP, or from certain of the SOP's
disclosure requirements, criteria for exclusion, which could be based on cost/benefit
considerations, could include one or more of the following:
•

Whether the reporting entity is a nonpublic enterprise, as defined in FASB
Statement No. 2 1 , Suspension of Reporting of Earnings Per Share and Segment
Information by Nonpublic Enterprises

•

Whether the entity does not meet a minimum-size test, based, for example, on
total assets or annual revenue

•

Whether the entity is not entrusted with public money and therefore does not
have "public accountability" (included in the scope of the SOP under such a
criterion would be, for example, banks, credit unions, not-for-profit organizations, and state and local governmental units)

Accordingly, AcSEC requests comments on whether some reporting entities should be
excluded from the scope of the SOP or from certain of its disclosure requirements and on
criteria that might be used for such exclusion. If costs of implementing the proposed SOP,
including related compilation, review, and audit costs, are a significant reason for
recommending exclusion from some or all of the SOP's requirements, the response should
be as specific as possible concerning such costs. In addition, if respondents believe the
information provided by the disclosures is not relevant to users of some entities' financial
statements, reasons for that belief should be provided.
Disclosures
The concepts associated with the first two disclosures (nature of operations and use of
estimates in the preparation of financial statements) are not believed to be controversial.
Each of those kinds of disclosure is found in some financial statements. The purpose of
these requirements is to extend desirable practices to additional entities.
Certain Significant Estimates. The third disclosure, certain significant estimates, builds on
the disclosure requirements of FASB Statement No. 5, Accounting for Contingencies, and
GASB Codification Section C50, "Claims and Judgments." It distinguishes near-term
contingencies that could affect the financial statements taken as a whole (including cash
flows), and it includes estimates not deemed to be contingencies covered by Statement
No. 5. Paragraph 17 of the SOP encourages but does not require disclosure of the factors
that cause an estimate to be sensitive to material change. Examples of information that
would help users understand why an estimate is sensitive to material change are
incorporated in paragraphs A.24 and A.28 and are surrounded by brackets to indicate the
information not required. Among AcSEC's concerns in its consideration to not require disclosure of such information was whether the information might be considered proprietary
or confidential. AcSEC requests comments on whether disclosure of factors that cause
an estimate to be sensitive to material change should be required.
Current Vulnerability Due to Concentrations. The fourth disclosure, current vulnerability
due to concentrations, would go beyond what is generally presented in financial
statements. Respondents are requested to specifically comment on the clarity of the
criteria for disclosure and on the definition of "severe impact." These issues may be even
more difficult for not-for-profit organizations and governmental entities, and specific
comments are requested as to their applicability in these environments. Respondents are
also requested to comment on whether the information required to be disclosed might be
considered proprietary or confidential.
Financial Flexibility. Reporting entities that do not currently prepare cash flow forecasts
may in some cases be required to prepare them to determine whether they need to make
the fifth disclosure, financial flexibility, as discussed in paragraph B.51 of appendix B of
the proposed SOP. Respondents are requested to specifically comment on whether this is
appropriate.

Placement of Disclosures. Placement in the basic financial statements of the information
the proposed SOP requires to be disclosed would require direct independent
accountant/auditor association with such audited, reviewed, or compiled information.
Respondents are requested to specifically comment on that aspect of the proposed SOP.
Range of Risks and Uncertainties. The proposed SOP deals with a broad range of risks
and uncertainties. Risks and uncertainties not encompassed by the proposed SOP are
discussed in paragraph 4 of the exposure draft. Respondents are requested to comment
on whether they believe the approach of providing broad guidance in the proposed SOP
will be difficult to implement and, if so, to submit specific suggestions for improvement.
It will be helpful if respondents refer to specific paragraph numbers and include reasons for
any suggestions or comments.
Comments on the exposure draft should be sent to Frederick Gill, Senior Technical
Manager, Accounting Standards Division, File 4290, American Institute of Certified Public
Accountants, 1211 Avenue of the Americas, New York, NY 10036-8775, in time to be
received by July 3 1 , 1993.
Written comments on this exposure draft will become part of the public record of the
AICPA and will be available for public inspection at the AlCPA's offices for one year after
October 3 1 , 1993.
Yours truly,

Norman N. Strauss, CPA
Chairman
Accounting Standards Executive Committee

Arleen K. Rodda
Director
Accounting Standards

Richard Dieter, CPA
Chairman
Risks and Uncertainties Task Force
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DISCLOSURE OF CERTAIN SIGNIFICANT RISKS AND UNCERTAINTIES
AND FINANCIAL FLEXIBILITY

INTRODUCTION
1. The volatile business and economic environment underscores a need for improved
disclosure about the risks and uncertainties that face reporting entities and information about
the entities' financial flexibility. In 1987, the American Institute of Certified Public
Accountants (AICPA) issued the Report of the Task Force on Risks and Uncertainties (the
Report), which was intended to help standards setting bodies and others identify practical
methods of improving the information communicated to users of financial statements to help
them assess those risks and uncertainties. This proposed statement of position (SOP) is
largely based on the Report. The central feature of this SOP's disclosure requirements is
selectivity: specified criteria serve to screen the host of risks and uncertainties that affect
every entity so that required disclosures are limited to matters significant to a particular entity.
2. The disclosures focus primarily on risks and uncertainties that could significantly affect
the amounts reported in the financial statements in the near term or the near-term functioning
of the reporting entity. The risks and uncertainties this SOP deals with can stem from the
nature of the entity's operations, from the necessary use of estimates in the preparation of
the entity's financial statements, and from significant concentrations in aspects of the entity's
operations. In addition, this SOP requires disclosure of financial flexibility under certain
conditions.

SCOPE
3. This SOP applies to all entities that prepare financial statements in conformity with
generally accepted accounting principles (GAAP). If comparative financial statements are
presented, the disclosure requirements apply only to the financial statements for the most
recent fiscal period presented.
4. The disclosure requirements do not encompass risks and uncertainties that might be
associated with management or key personnel, proposed changes in government regulations,
proposed changes in accounting principles,1 or deficiencies in the internal control structure

1

SEC Staff Accounting Bulletin 74 requires disclosure, both in Management's
Discussion and Analysis (MD&A) and in the notes to the financial statements,
concerning accounting standards that have been issued but that have not yet been
adopted. Also, auditing Interpretation No. 3 of AU Section 410 (AU 9410) (AICPA,
Professional Standards, vol. 1) addresses reporting considerations when financial
statements will have to be restated in the future because an authoritative accounting
pronouncement that is not yet effective will require retroactive application of its
provisions by prior period adjustment.

9

over financial reporting. Nor do they encompass acts of God, war, sudden catastrophes, or
losses from uninsured risks that are caused by damages occurring after the date of the
financial statements.

RELATIONSHIP TO OTHER PRONOUNCEMENTS
5. The disclosure requirements of this SOP in many circumstances are similar to or overlap
the disclosure requirements in certain Financial Accounting Standards Board (FASB) and
Governmental Accounting Standards Board (GASB) pronouncements, such as FASB Statement
of Financial Accounting Standards No. 5, Accounting for Contingencies, FASB Statement No.
105, Disclosure of Information about Financial Instruments with Off-Balance-Sheet Risk and
Financial Instruments with Concentrations of Credit Risk, GASB Statement No. 3, Deposits
with Financial Institutions, Investments (including Repurchase Agreements), and Reverse
Repurchase Agreements, GASB Statement No. 10, Accounting and Financial Reporting for
Risk Financing and Related Insurance Issues, and, for public business enterprises, FASB
Statement No. 14, Financial Reporting for Segments of a Business Enterprise. In addition,
some of this SOP's disclosure requirements are similar to or overlap the disclosure
requirements of Statement on Auditing Standards (SAS) No. 59, The Auditor's Consideration
of an Entity's Ability to Continue as a Going Concern. This SOP does not and cannot alter
the requirements of any FASB or GASB pronouncement, nor does it alter the requirements of
SAS No. 59.
6. The disclosure requirements in this SOP supplement the requirements of other authoritative
pronouncements. In many cases, the disclosure requirements in this SOP, particularly those
relating to certain significant estimates and current vulnerability due to concentrations with
respect to credit risk of financial instruments, will be met or partly met by compliance with
such other pronouncements.

DEFINITIONS
7. This SOP uses the following terms with the definitions indicated:
Financial flexibility. The ability to take action that will eliminate an excess of required
and expected cash payments over expected cash resources.2
Near term. A period of time not to exceed one year from the date of the financial
statements.

2

This definition of financial flexibility is somewhat narrower than the definition of
financial flexibility used in FASB Concepts Statement No. 5, Recognition and
Measurement in Financial Statements of Business Enterprises, which states in footnote
13 that "Financial flexibility is the ability of an entity to take effective actions to alter
amounts and timing of cash flows so it can respond to unexpected needs and
opportunities."

10

Severe impact. (Used in reference to current vulnerability due to concentrations. See
paragraph 20.) A significant financially disruptive effect on the normal functioning of
the entity or, for governmental entities, on the functioning of the essential services of
government. Severe impact is a higher threshold than materiality. Matters that are
important enough to influence a user's decisions are deemed to be material,3 yet they
may not be so significant as to disrupt the normal functioning of the entity. Some
events are material to an investor because they might affect the price of an entity's
capital stock or its debt securities, but they would not necessarily have a severe
impact on (disrupt) the enterprise itself. The concept of severe impact, however, includes matters that are less than catastrophic.4

CONCLUSIONS
8. The Accounting Standards Executive Committee (AcSEC) of the AICPA has concluded that
reporting entities should make disclosures in the notes to their financial statements beyond
those now required or generally made in financial statements about the risks and uncertainties
existing as of the date of those statements in the following areas:
a. Nature of operations
b. Use of estimates in the preparation of financial statements
c. Certain significant estimates
d. Current vulnerability due to concentrations
e. Financial flexibility
These five disclosures are not mutually exclusive. The information required by some may
overlap. Accordingly, they may be combined in various ways, grouped together, or made in
diverse parts of the notes to the financial statements, including as part of the disclosures
made pursuant to the requirements of other pronouncements.
9. The remainder of this section is a detailed discussion of the five kinds of disclosures
enumerated in paragraph 8. It should be read in conjunction with the "Illustrative Disclosures"
in appendix A of this SOP, which provide guidance for implementing them.

3

FASB Concepts Statement No. 2, Qualitative Characteristics of Accounting
Information, defines materiality as "The magnitude of an omission or misstatement of
accounting information that, in the light of surrounding circumstances, makes it
probable that the judgment of a reasonable person relying on the information would
have been changed or influenced by the omission or misstatement."

4

Matters that are catastrophic include, for example, those that would result in
bankruptcy.

11

Nature of Operations
10. Notes to financial statements should include a description of the major products or
services the reporting entity sells or provides and its principal markets, including the locations
of those markets. If the entity operates in more than one industry, the disclosure should also
indicate the relative importance of its operations in each industry and the basis for the
determination—for example, assets, revenues, or earnings. In addition to these disclosures,
governmental enterprise activities should describe any significant revenue sources other than
fees from goods and services. General governmental entities' and not-for-profit organizations'
disclosures should briefly describe the principal services performed by the entity and the
revenue sources for the entity's services. Disclosures about the nature of operations need not
be quantified;5 relative importance could be conveyed by use of terms such as predominately,
about equally, or major and other.

Use of Estimates in the Preparation of Financial Statements
11. Notes to all financial statements prepared in conformity with GAAP should include an
explanation that the preparation of financial statements in conformity with GAAP requires the
use of management's estimates.

Certain Significant Estimates
12. Notes to financial statements should discuss the potential near-term effects on the
financial statements of the risks and uncertainties associated with estimates used in the
determination of the carrying amounts of assets or liabilities or disclosure of gain or loss
contingencies when both of the following criteria are met:
•

It is at least reasonably possible6 that the estimate will change in the near term.

•

The effect of the change would be material to the financial statements.

13. These evaluations should be based on information available prior to issuance of the
financial statements and of which management is reasonably expected to have knowledge.

5

See paragraph B.17 in appendix B for a comparison of this SOP's disclosure
requirements concerning nature of operations with the disclosure requirements for
public companies in FASB Statement No. 14, Financial Reporting for Segments of a
Business Enterprise.

6

The term reasonably possible is used in this SOP consistent with its use in FASB
Statement No. 5 and GASB Codification Section C50 to mean that the chance of a
future transaction or event occurring is more than remote but less than likely.

12

14. This SOP requires certain disclosures that are similar in many respects to the disclosures
required for contingencies by FASB Statement No. 5.7 This SOP does not change or conflict
with those disclosure requirements; rather, it supplements those requirements, as follows:
•

If an estimate (including a contingency) meets the criteria for disclosure under
paragraph 12 of this SOP, this SOP requires disclosure of an indication that it is at
least reasonably possible that a change in the estimate will occur in the near
term; 8 FASB Statement No. 5 and GASB standards do not distinguish between
near-term and long-term contingencies.

•

FASB Statement No. 5 requires disclosure of estimated gain and loss
contingencies, that is, contingent charges or credits to income (operations), under
certain conditions; this SOP requires disclosure of contingent overall effects on the
financial statements.

•

This SOP requires disclosure of estimates not deemed to be contingencies covered
by Statement No. 5, such as estimates associated with operating assets and many
of the amounts reported under profitable long-term contracts, if they meet the
criteria in paragraph 12.

15. The following are examples of assets, liabilities, and related revenues and expenses
(expenditures) or disclosure of gain or loss contingencies included in financial statements that,
based on facts and circumstances, may be based on estimates that are particularly sensitive
to change in the near term:
•

Inventory subject to rapid technological obsolescence

•

Specialized equipment subject to technological obsolescence

•

Goodwill and other intangible assets

•

Deferred tax assets based on significant future income, reported pursuant to FASB
Statement No. 109, Accounting for Income Taxes

•

Long-term investments

•

Capitalized motion picture film production costs

•

Environmental-related liabilities

7

Under GASB Codification of Governmental Accounting and Financial Reporting
Standards, Section C50, "Claims and Judgments," governmental units are required to
disclose contingent liabilities that do not require accrual, consistent with FASB
Statement No. 5.

8

The words reasonably possible need not be used in the disclosure.

13

•

Litigation-related liabilities

•

Contingent liabilities for debt of other entities

•

Provisions for commercial and real estate loan losses

•

Provisions for restructurings

•

Estimated net proceeds recoverable, the provisions for expected loss to be
incurred, or both, on the disposition of a business or assets

•

Amounts reported for long-term contracts

16. Whether an estimate meets the criteria for disclosure under this SOP does not depend
on the amount that has been reported in the financial statements, but rather on the materiality
of the effect that using a different estimate would have had on the financial statements.
Simply because an estimate resulted in the recognition of a small financial statement amount,
or no amount, does not mean that it does not have to be disclosed.
17. The disclosures should describe the potential near-term effects on the financial
statements of particular estimates at the date of the financial statements. 9 Entities are not
required to disclose quantitative information concerning significant estimates beyond that
required by FASB Statement No. 5.10 Disclosure of the factors that cause the estimate to
be sensitive to material change is encouraged but not required.
18. If disclosure of significant estimates used by management to measure the carrying
amount of long-lived assets, other than those classified as held for sale, is made under this
requirement, the specific measurement technique used in assessing the carrying amount of
long-lived assets, such as estimated gross or discounted future cash flows, should also be
disclosed.
19. Disclosure of routine estimates normally is not required because such estimates generally
would not be subject to wide variations that could materially affect the financial statements.
For example, the routine determination of the amount of an allowance for doubtful accounts
involves an estimate of the collectibility of accounts receivable. An entity's credit policies,
recent collection experience, and a lack of concentration of accounts receivable may suggest
that the estimate of collectibility is not subject to wide variations that could affect reported
balances in amounts that would be material to the financial statements.

9

With regard to gain contingencies, care should be exercised to avoid misleading
implications as to the likelihood of realization.

10

FASB Statement No. 5 states that "disclosure shall indicate the nature of the
contingency and shall give an estimate of the possible loss or range of loss or state
that such an estimate cannot be made."

14

Current Vulnerability Due to Concentrations
20. Any concentration11 existing at the date of the financial statements that makes the
enterprise vulnerable to the risk of a near-term severe impact should be disclosed when it is
at least reasonably possible that the events that could cause the near-term severe impact will
occur.
2 1 . The concentration can relate to assets or liabilities, commitments (such as legally required
expenditures by governments) and contingencies not requiring recognition under GAAP, or the
nature of an entity's operations or operating needs, such as customers,12 sources of
revenue, or sources of supply.
It would not, however, relate to a possible future
concentration, since the reporting entity is not vulnerable at the date of the financial
statements.
22. The potential effects associated with the concentration could result from one or more
events. A conclusion that events that could cause such a near-term severe impact are at least
reasonably possible is to be formed on the basis of an evaluation of information available prior
to issuance of the financial statements and of which management is reasonably expected to
have knowledge. Such a conclusion is not a prediction with a specified probability that there
will be a near-term severe impact.
23. The concentration should be discussed in the notes to the financial statements, including
the notions discussed in paragraphs 20 to 22. If the risk or uncertainty is evident from the
description of the concentration, no further explanation is necessary. The disclosure made
should be adequate, however, to inform users of the general nature of the risk.
24. The following are examples of areas in which current concentrations might make an
entity vulnerable to a risk that would be disclosed (unless already apparent from disclosure
made pursuant to paragraph 10):
•

Products or other revenue sources (such as a particular type of tax)

•

Inputs (suppliers, raw materials, labor)

•

Customers, taxpayers, grantors, or contributors13

11

The term concentration is used in this SOP to include group concentrations, that is,
concentrations related to a number of counterparties or items that have similar
economic characteristics and that, collectively, expose the reporting entity to a
particular kind of risk.

12

It is always considered at least reasonably possible that a customer, taxpayer, grantor,
or contributor will be lost.

13

See footnote 12.

15

•

Investments, interest rate or foreign exchange rate exposure

•

Dependence on patent protection

•

Assets subject to expropriation

The nature of governmental entities also makes them susceptible to concentrations of legally
required expenditures, particularly when coupled with uncertainties regarding revenue sources.
25. The list is not all-inclusive but simply indicative of the areas in which a condition at the
date of the financial statements related to concentrations should be considered for disclosure.

Financial Flexibility
26. Notes to financial statements should include a discussion of management's expected
course of action when it is determined that it is at least reasonably possible that the entity
will not have the ability over the near term to pay its expected cash outflows without taking
certain actions. Such actions include entering into new credit agreements, modifying or
renewing existing credit agreements,14 and other significant actions, such as those described
in paragraph 27. This evaluation should be based on information available prior to issuance
of the financial statements and of which management is reasonably expected to have
knowledge.
27. Examples of expected courses of action that bear on financial flexibility and that may be
the subject of discussion pursuant to paragraph 26 are as follows:
•

Borrowing, either—
a. directly, by borrowing from banks, borrowing from governments, issuing
bonds, issuing commercial paper, or
b. indirectly, by delaying payments to suppliers or employees, extending due
dates of loans, or restructuring loans.

•

Liquidating assets, either—
a. directly, by selling long-term investments, selling (possibly combined with
leaseback) plant and equipment, buildings or infrastructure, or
b. indirectly, by not replacing inventory as it is sold through normal trade
channels or not replacing fixed assets as they are consumed in operations.

Including overcoming any subjective covenants in existing credit agreements that could
enable the lender to either accelerate debt maturities, cancel existing credit facilities,
or deny borrowing under credit agreements.

•

Enacting new taxes or raising existing taxes.

•

Reducing costs. 15

•

Reducing dividends.

•

Reducing or eliminating services or programs, including deferring maintenance on
infrastructure.

•

Issuing capital stock.

•

Filing for bankruptcy protection.

28. The disclosures in paragraph 26 are required whenever it is at least reasonably possible
that the entity will not have the ability over the near term to pay its expected cash outflows
without taking certain actions. The extent of the disclosure, however, should take into
account the severity of the situation. It would be expected that the disclosures involving an
anticipated renewal of an existing seasonal borrowing arrangement (or, for example, recurring
issuances of tax anticipation notes by a governmental entity) would be much less extensive
than those involving a situation where the entity's present financial condition has called into
question the entity's ability to continue as a going concern.16

Application of Disclosure Criteria
29. The criteria for disclosure of certain significant estimates, current vulnerability due to
concentrations, and financial flexibility should be applied to the most recent financial statements presented taken as a whole (including cash flows). 17 Their application requires
considerable judgment.
30. An assessment of whether a disclosure is required should not be found to be in error

15

Governments may need to describe their structural inability to cover expected cash
outflows by reducing costs.

16

Statement on Auditing Standards (SAS) No. 59, The Auditor's Consideration of an
Entity's Ability to Continue as a Going Concern, provides guidance to auditors in these
situations.

17

GASB Codification Section 2200 provides that the primary reporting focus (materiality)
of general purpose financial statements of governmental entities should be on fund
type and account group financial information. The fund type and account group
financial information constitutes fair presentation in conformity with GAAP. The
disclosure required by this SOP for governmental entities should distinguish between
the primary government and its discretely presented components, as discussed in
paragraphs 62 and 63 of GASB Statement No. 14, The Financial Reporting Entity.

simply by future events. For example, reporting a concentration not followed by a severe
impact does not imply that the disclosure should not have been made, because something that
has only a reasonably possible chance of occurring obviously might not occur. Similarly, the
occurrence of a severe impact related to a concentration not disclosed in the prior year
financial statements would not have been a violation of this SOP's requirements if an
appropriate judgment had been made that a severe impact was not at least reasonably
possible, along with the other judgments required by paragraphs 20 and 22, at the prior
reporting date. In addition, a severe impact may arise from an event of which management
would not be reasonably expected to have had knowledge at the time the financial statements
were issued.

EFFECTIVE DATE
3 1 . This SOP is effective for financial statements issued for fiscal years ending after
December 15, 1994, and for financial statements for interim periods in fiscal years
subsequent to the year for which this SOP is first applied. Early application is encouraged but
not required.

MINORITY VIEW
32. A minority of four members of AcSEC dissent from the issuance of this proposed SOP
because they believe the following:
a. Increased responsibility for preparers and independent accountants. This proposed
SOP would require disclosure in financial statements of information of which
management is reasonably expected to have knowledge. The requirement is more
onerous than what is already required of public entities in Management's
Discussion and Analysis (MD&A) under SEC Regulation S-K, Item 303. It places
an unreasonable burden on all entities, and in particular on mid-size and smaller
entities, to obtain and analyze the broad range of information that would have to
be considered for possible disclosure. In addition, the burden on privately-owned
entities, which are not subject to the existing MD&A requirements, would be
particularly heavy. This proposed SOP would also significantly change the
independent accountant's relationship to the information disclosed by requiring that
the information become an integral part of the financial statements.
The SEC requires disclosure in MD&A based on known trends, commitments, or
events and also calls for the provision of such information that is "...available to
the registrant without undue effort or expense..." This proposed SOP can be
interpreted as being unlimited in its scope in requiring information to be included
in financial statements.
Even under the requirements of SAS No. 59, The Auditor's Consideration of an
Entity's Ability to Continue as a Going Concern, the auditor's responsibility is
limited to determining "whether there is substantial doubt about the entity's ability
18

to continue as a going concern for a reasonable period of time..." and to
considering circumstances that might mitigate that substantial doubt.
In
comparison, this proposed SOP requires disclosure of "reasonably possible" events
that could affect the financial statements regardless of whether substantial doubt
exists.
The Financial Accounting Standards Board recently issued FASB Statement No.
105, Disclosure of Information about Financial Instruments with Off-Balance-Sheet
Risk and Financial Instruments with Concentrations of Credit Risk. The disclosures
required by this proposed SOP place responsibilities on preparers that exceed the
requirements just established by Statement No. 105. Issuing this proposed SOP
and expanding Statement No. 105's requirements before its effectiveness can be
measured is unwarranted.
b. Subjectivity of the information. The requirements of this proposed SOP are so
broad that they do not provide an objective basis for the development of reliable
information. Rather, it would require judgments that could easily be challenged
based on hindsight. Consequently, preparers and independent accountants/auditors
may be exposed to excessive risks that may result in substantial increases in
operating costs, litigation, and audit fees without commensurate improvement in
audit effectiveness or the quality of the information presented to users.
Also, a requirement to disclose information on risks and uncertainties of which
management is reasonably expected to have knowledge would encourage users to
have unrealistic expectations regarding the completeness of such information. In
many circumstances, preparers and their independent accountants/auditors will be
unable to determine whether all such risks and uncertainties are actually known
and whether their disclosure is complete.
c. Cost and benefit of the information. The requirement to disclose information about
an entity's financial flexibility, significant estimates, and vulnerability due to
concentrations would place a disproportionate economic burden on nonpublic
entities and their independent accountants, particularly those issuing compiled or
reviewed financial statements. In addition, the users of financial statements of
nonpublic entities have the ability, which they have exercised in the past, to
request additional data.
Finally, because the "reasonably possible" criterion for disclosure of financial
flexibility is such a low threshold, a significant number of entities, including
privately-owned enterprises and not-for-profit entities, will be unable to make such
determinations without performing significant additional procedures such as the
preparation of cash flow projections. Such entities generally operate with limited
staffs and would thus be required to incur additional costs that will, in most
circumstances, exceed the benefits of the information disclosed.

19

APPENDIX A
ILLUSTRATIVE DISCLOSURES
A.1 The kinds of disclosures required by this SOP are illustrated below. Each illustrative
disclosure is accompanied by a scenario of the circumstances in which the disclosure would
likely be made and by an explanation of how and w h y the illustrative disclosure complies w i t h
the requirements of this SOP.

Nature of Operations
Illustrative Disclosure A
A . 2 Scenario. Smith Corporation, formerly Smith Munitions Corporation, was founded in
1 9 4 0 . A t that time, Smith's principal business was the design and manufacture of artillery
ammunition and other explosives. In 1 9 5 9 , commensurate w i t h the evolution of its principal
business to the design, engineering, and manufacture of military aircraft, Smith changed its
name to Smith Corporation. Smith has one factory, located on Long Island, New York. The
following illustrates disclosure of the nature of operations required by this SOP.
A . 3 Disclosure.
Smith Corporation is engaged principally in the design, engineering, and
manufacturing of military aircraft and related peripheral equipment for sale primarily to the
United States government and NATO allies. Sales of aircraft to foreign governments, which
represented about 3 0 % of sales in 1 9 X 6 , require the advance approval of the U.S.
government.
A . 4 Discussion.

This disclosure provides—

a. Information needed by users w h o are not familiar w i t h the operations of the
enterprise to identify and consider the broad risks and uncertainties faced by all or
most enterprises operating in a specific industry or market, w h i c h in this case is the
defense contracting industry. From this disclosure, financial statement users having
a general knowledge of business matters should know that the enterprise's
business may be heavily affected by future changes in U.S. defense and foreign
policies.
b. Users w i t h information that aids in the overall understanding of the other financial
information presented. Certain accounting procedures involving estimation may
apply only to particular industries or may be relevant in comparing a business
enterprise's financial reports w i t h those of business enterprises in other industries.
This kind of disclosure provides users w i t h a means t o compare an enterprise's
financial information w i t h that of competitors in the industry and w i t h applicable
industry statistics.
c.

Users w i t h insight into the location of the company's principal product markets
and information about the it's current vulnerability due to concentrations. In the
illustration, users would be able to recognize and assess the company's
dependency on sales to the U.S. government as well as the various risks
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associated with conducting business with NATO countries.
Illustrative Disclosure B
A.5 Scenario. Conglomerate, Inc. is a United States-based multinational corporation
operating in over 100 countries worldwide. Conglomerate's principal lines of business are
automotive products, aerospace products and technologies, textiles, and nonprescription
health care products. The principal markets for the company's automotive and aerospace
products and technologies are European- and Far-East-based industrial concerns. Textiles are
sold primarily to U.S. clothing manufacturers, while nonprescription health care products are
sold to wholesale and retail distributors worldwide. The following illustrates disclosure of the
nature of operations required by this SOP.
A.6 Disclosure. Conglomerate, Inc. is a multinational manufacturer and engineering concern
operating in over 100 countries worldwide. The company's principal lines of business are
automotive products, aerospace products and technologies, textiles, and nonprescription
health care products, all of which are about equal in size based on sales. The principal markets
for the automotive and aerospace products and technologies are European and Far-East-based
industrial concerns. Textiles are sold primarily to domestic clothing manufacturers, while
nonprescription health care products are sold primarily to wholesale and retail distributors
worldwide.
A.7 Discussion. This disclosure provides—
a. Information necessary for users not familiar with the operations of the company
to identify and consider the broad risks associated with the industries and markets
in which the company operates and competes. From the disclosures provided,
financial statement users having a general knowledge of business matters should
be able to assess that the company's product lines are subject to different and
varied risks. Those financial statement users familiar with the industries recognize
the general risks associated with each of these industries and their related markets.
b. Information that facilitates the overall understanding of the financial information
presented. This kind of disclosure could provide users with a basis for comparing
an enterprise's financial information with that of competitors or with applicable
industry statistics.
c. Insight into the location of the company's principal markets, although on a broad
scale. Because the company's markets are so diverse, it likely would not be useful
to enumerate the specific locations of the company's markets. The operations of
the company in any one country are not significant in relation to the company's
overall operations. For this reason, the manner in which the information is
disclosed in the illustrative disclosure is sufficient to meet the broad objectives of
paragraph 10 of this SOP.
Illustrative Disclosure C
A.8 Scenario. Anystate Bridge Corp. (ABC) is a public benefit corporation created by a
government legislature. ABC owns and maintains several bridges including a main connecting
bridge between two cities. ABC's main source of revenue is bridge tolls, which are based

on vehicle weight classifications. Weak regional economic conditions have resulted in
declining toll revenue for several years.
A . 9 Disclosure. Anystate Bridge Corp. (ABC) is a public benefit corporation created by the
government legislature. ABC owns and maintains several bridges including a main connecting
bridge between Cityone and Citytwo. ABC receives the majority of its revenue from tolls
from the operation of its bridge connecting Cityone and Citytwo. ABC is dependent primarily
on toll revenue to fund repairs and improvements on its bridge facilities.
A . 1 0 Discussion.
This disclosure combines a description of the nature of the reporting
entity's operations, providing insights similar to those discussed in illustrations A and B above,
w i t h a discussion of the entity's current vulnerability due to concentrations.
Illustrative Disclosure D
A . 1 1 Scenario. The City of Anystate was incorporated in 1 8 7 2 . The City's operating power
is vested in its City Council. The City is responsible for and maintains police, fire, sanitation
and water services, streets, parking, recreation, and elementary and secondary school
systems. The City obtains 50 percent of its revenue from economically sensitive sales and
income taxes. The City also operates, through separately created authorities, a hospital and
an electric generating utility. Pursuant to state law, the City is also responsible for the local
funding of mandated social service programs, including Medicaid, aid to families w i t h
dependent children, welfare, and home relief for recipients living within the City limits. These
expenditures were 20 percent of total general fund expenditures in 1 9 X 2 .
A. 1 2 Disclosure. The City of Anystate is responsible for and maintains police, fire, sanitation
and water services, streets, parking, recreation, and elementary and secondary school
systems. Financing of these services is principally from sales and income taxes. The City
also operates a hospital and an electric generating utility. The City is responsible for 25
percent of the cost of mandated social service programs, including Medicaid, aid to families
with dependent children, welfare, and home relief. Expenditures for these social service
programs were 2 0 percent of total general fund expenditures for the year ending June 3 0 ,
19X2.
A . 1 3 Discussion. Because of the diversity in services provided by governmental entities, this
type of disclosure provides users w i t h information necessary to understand the activities the
City undertakes, as well as certain information that will assist users in making comparisons
between entities.
In addition, disclosures about the City's revenue sources provide
information about concentrations in economically sensitive revenue sources. Disclosures
about mandated services provide information about the City's operations as well as
information about concentrations in the City's expenditure base, as discussed in paragraph
2 4 . Other notes t o the financial statements disclose more detailed information about the
City's financial reporting entity in accordance w i t h GASB Codification Section 2 1 0 0 , "The
Financial Reporting Entity." Because governmental entities prepare general purpose financial
statements by fund type and account group and present segment information about enterprise
fund activities in the notes to financial statements (Codification Section 2 5 0 0 , "Segment
Information for Enterprise Funds"), it generally will not be necessary to disclose information
about the relative importance of authority operations in this note.
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Use of Estimates in the Preparation of Financial Statements
Illustrative Disclosure
A. 14 Scenario. The following illustrates disclosure of the pervasiveness of estimates in the
financial statements of all reporting entities.
A.15 Disclosure. The preparation of financial statements in conformity with generally
accepted accounting principles requires management to make estimates and assumptions that
affect the reported amounts of assets and liabilities and disclosure of contingent assets and
liabilities at the date of the financial statements and revenues and expenses during the
reporting period. Actual results could differ from those estimates.
A.16 Discussion. This disclosure is intended to inform users of the inherent uncertainties in
measuring assets and liabilities and related revenues and expenses and contingent assets and
liabilities and that subsequent resolution of some matters could differ significantly from the
resolution that is currently expected. Such disclosure alerts users that uncertainties are
present in the financial statements of all reporting entities.

Certain Significant Estimates
Note: Some of the following disclosures contain information that is already required to be
disclosed under FASB Statement No. 5, others supplement Statement No. 5 requirements by
disclosing that it is at least reasonably possible that a change in an estimate will occur in the
near term, and still others may not be covered by Statement No. 5.
Illustrative Disclosure A
A.17 Scenario. XYZ Corporation manufactures high technology stereo equipment. In June
19X7, one of XYZ's competitors introduced a new model stereo system with the same
features as XYZ's Model A. The competitor's version sells for significantly less than XYZ's
suggested retail price for Model A. The introduction of this product resulted in a sharp
decrease in the sales volume of Model A. At December 3 1 , 19X7, XYZ has accumulated
significant inventory quantities beyond its expected short-term needs of its Model A system,
which represent approximately 20 percent of XYZ's inventory at that date. The remaining 80
percent of XYZ's inventory consists of products experiencing only normal competitive
pressures. XYZ has established provisions for obsolescence for this latter group of products
in the normal course of business.
A.18 Management has developed a program to provide substantial customer rebates on
purchases of the Model A, which it expects will result in the sale of this inventory in the near
term. Because of the relatively high profit margin on its stereo systems, XYZ would continue
to earn a marginal profit on such sales of the Model A. It is also reasonably possible,
however, that the program will be unsuccessful, and, accordingly, a loss could ultimately
result on the disposal of the inventory.
A.19 Disclosure. At December 3 1 , 19X7, XYZ has inventories in excess of its current
requirements that are reported at $6 million in the accompanying balance sheet. Management
has developed a program to reduce the quantities to desired levels over the near term and
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believes no loss will be incurred on their disposition. XYZ's ability to recover the cost of the
inventories depends, however, on the success of its program. No estimate can be made of
a range of amounts of loss that are reasonably possible.
A.20 Discussion. This situation meets the criteria for disclosure under paragraph 12 because
at the date of the financial statements it appears at least reasonably possible that
management's plan to liquidate its $6 million of excess inventory without a loss will be less
than fully successful and that such an outcome would have a near-term material effect on the
enterprise's financial statements. In this situation, the background information indicates that
even though management has developed a plan to dispose of the inventory without a loss,
any further action by the enterprise's competitor could jeopardize its success.
A.21 In this illustration, XYZ discloses the existence and the amount of potentially excess
quantities of inventory at the date of the financial statements. XYZ also indicates that the
uncertainty is expected to be resolved in the near term. The disclosure is intended to provide
users with insight into management's assessment of recoverability of the cost of inventories
existing at the date of the financial statements.
A.22 Disclosure of routine estimates would not normally be required because such estimates
would not generally be subject to wide variations that could materially affect the financial
statements. Examples of these routine estimates include those associated with determinations
of potential losses due to uncollectible trade accounts receivable, inventory obsolescence,
and accruals for normal warranty costs. For this reason, discussion of XYZ's provision for
obsolescence for the remaining 80 percent of its inventory is not required.
Illustrative Disclosure B
A.23 Scenario. Axel Industries, a manufacturer of automotive components and heavy trucks,
currently has facilities in Michigan, Tennessee, and Ontario, Canada. As a result of weak
demand in the automobile industry, Axel's management has decided to discontinue Axel's
automotive components business. Axel has charged current operations with the estimated
loss on discontinuing the business based, in part, on valuations by its investment banker and
independent appraiser. After year end, Axel entered into negotiations to sell its Michigan
facility to a Japanese automobile manufacturer and expects to sell the facility in the near
term. The following illustrates disclosure of significant estimates and would likely appear as
part of the disclosure of the business segment disposition made pursuant to APB Opinion 30,
Reporting the Results of Operations—Reporting the Effects of Disposal of a Segment of a
Business, and Extraordinary, Unusual and Infrequently Occurring Events and Transactions.
A.24 Disclosure. Discontinued operations includes management's estimates of the amounts
expected to be realized on the disposition of certain facilities. [The estimates are based on an
analysis of the facilities, including valuations by independent appraisers and investment
bankers.1] The amounts the company will ultimately realize could differ materially in the near
term from the amounts assumed in arriving at the loss in connection with the discontinued
operation.

1

This is an example of voluntary disclosure that is encouraged by paragraph 17.

24

A.25 Discussion. Determining a provision for discontinued operations required the use of
assumptions and estimates. In this case, the disclosure is required because, at the date of
the financial statements, it was considered at least reasonably possible that estimates of the
amount ultimately to be realized on the sale of the facility would differ in the near term from
the current estimates used as a basis for recognizing the charge to income associated with
management's disposal plan by an amount that would be material to the entity's financial
statements.
Illustrative Disclosure C
A.26 Scenario. Offshore Industries is a manufacturer of offshore drilling rigs and platforms.
The company's manufacturing process requires significant specialized equipment, which it
currently owns or leases under long-term noncancellable leases. As a result of a decline in
the price of oil, the demand for its products and services has fallen dramatically in the past
two years, resulting in a significant underutilization of its manufacturing capacity.
A.27 The company depreciates its investments in specialized equipment based on its original
estimate of the remaining useful lives of the equipment using the units of production method.
The company reevaluates these estimates in light of current conditions in accordance with
generally accepted accounting principles. The company also monitors the policies of its major
competitors and is aware that several have reported large write-downs of similar assets.
Nevertheless, while the company believes that it is at least reasonably possible that its
estimate that it will recover the carrying amount of those assets from future operations will
change during the next year, it believes it is more likely that conditions in the industry will
improve and that a write-down for impairment will not be necessary.
A. 28 Disclosure. Offshore's policy is to depreciate specialized manufacturing equipment
(with a net book value of $25 million at December 3 1 , 19X7) over its remaining useful life
using the units of production method and to evaluate the life of such equipment in light of
current conditions.2 [Given the present conditions in the industry,3] It is reasonably possible
that the company's estimate that it will recover the carrying amount from future operations
will change in the near term. In assessing whether a write-down is necessary, management
compares estimated undiscounted net future revenue with the carrying amount of the specialized equipment.
A.29 Discussion. In this illustration, the company acknowledges that the carrying amount
of the specialized assets is subject to significant uncertainty based on current conditions. The
uncertainty relates to the measurement of the specialized assets at the date of the financial
statements, and the company's disclosure makes clear that it is at least reasonably possible
that the carrying amount will change in the near term in an amount that would be material to
the company's financial statements. The disclosure of the method used to determine whether
a write-down is necessary is consistent with paragraph 18 of this SOP.

2

If this information is already disclosed elsewhere in the notes, it need not be repeated.

3

This is an example of voluntary disclosure that is encouraged by paragraph 17.
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Illustrative Disclosure D
A.30 Scenario. Software, Inc. develops and markets computer programs. In 19X5, it
acquired a software company in a business combination accounted for as a purchase. A
significant portion of the purchase price was allocated to (capitalized) Product A, the most
significant and profitable software program currently being marketed by the acquired
company. Software, Inc. expects Product A and its derivatives to be among its most
significant products over the next several years. A competitor has, however, announced its
intentions to release a new product designed to compete directly with Product A in the future.
Software, Inc. amortizes the capitalized software costs of Product A in an amount equal to
the greater of (a) the ratio that current gross revenues for a product bear to the total of
current and anticipated future gross revenues for that product or (b) the straight-line method
over the remaining estimated economic life of the product including the period being reported
on, pursuant to FASB Statement No. 86, Accounting for the Costs of Computer Software to
Be Sold, Leased, or Otherwise Marketed. The amount of the amortization computed for year
19X6 was equal to 20 percent of the beginning-of-the-year capitalized amount and was a
significant component of cost of sales.
A.31 The segment of the computer software industry in which Software, Inc. operates is
characterized by sales of products occurring primarily on the basis of customers' perceptions
of the relative technical merits of competing products. Those perceptions are greatly
influenced by product reviews in technical journals and advertising, and they can change
rapidly. Innovative products have been introduced in recent years that have reduced quickly
and significantly the volume of sales of pre-existing products in the same market niche. While
management of Software, Inc. believes its estimates of future gross revenues and the
estimated economic life of Product A used in the determination of the amortization of
capitalized software costs are reasonable, new products introduced by its competitors, such
as the one discussed in paragraph A.30, could have a significant near-term negative effect on
such estimates. As a result, the amount of periodic amortization could increase in the near
term in amounts that could be material to the enterprise's financial statements.
A.32 Disclosure. Software, Inc.'s policy is to amortize capitalized software costs over the
greater of (a) the ratio that current gross revenues for a product bear to the total of current
and anticipated future gross revenues for that product or (b) the straight-line method over the
remaining estimated economic life of the product including the period being reported on.4 It
is reasonably possible that those estimates of anticipated future gross revenues and, as a
result, the estimated lives of the software costs will be reduced significantly in the near term
due to competitive pressures.
A.33 Discussion. In this illustration, the company acknowledges that the carrying amount
of its capitalized software costs is subject to significant uncertainty. The uncertainty relates
to estimates of future years' revenues and useful lives that are made at the date of the
financial statements, and the company is aware that circumstances exist that could cause
such estimates to change in the near term. The company's disclosure makes clear that it is
at least reasonably possible that the carrying amount could be reduced in the near term in an

4

See footnote 2 of this Appendix.
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amount that would be material to the company's results of operations. This situation is
distinguished from accounting estimates routinely involved in determining the carrying
amounts of long-lived assets in that (a) the capitalized software's useful life is much more
susceptible to rapid and significant decreases than that of the typical tangible long-lived asset
and (b) the amortization method employed uses an estimate of future gross revenues, and that
estimate may be highly subjective.
Illustrative Disclosure E
A.34 Scenario. Ace Oil Company is a distributor of heating oil with four storage and
distribution facilities located in Anystate. Federal, state, and local laws and regulations govern
the operation of the company's facilities. The company has determined that, beginning in the
coming year, a significant number of its storage tanks and a significant amount of its other
equipment will need to be removed, replaced, or modified to satisfy regulations that go into
effect in varying stages over the next seven years. In addition, the company will be required
to decontaminate the soil in the near term at its largest facility.
A.35 The company hired a consultant to evaluate the technological, regulatory, and legal
factors involved. Based on the consultant's findings, the company estimated that total
environmental expenditures over the next seven years related to the tanks and equipment will
aggregate approximately $5,000,000. Of this amount, approximately $4,750,000 represents
capital expenditures. The existing tanks have a net book value of $500,000, and the
equipment has a net book value of $475,000. The cost of soil decontamination is estimated
to be at least $1,000,000, which is material to the company's operations, and may be as
high as $3,000,000. Exposure to legal liability to third parties is considered remote.
A.36 The consultant has demonstrated substantial experience with similar sites, and the
technical aspects of upgrading storage facilities and decontaminating soil appear to be fairly
straightforward.
A.37 Disclosure. The company will begin a project to decontaminate the soil at its Anytown,
Anystate facility in the coming year. The company estimates the cost of decontamination to
total at least $ 1 million and has accrued that amount as an operating expense in the current
year. The ultimate cost, however, will depend on the extent of contamination found as the
project progresses and may be as much as $3 million. The company expects decontamination
to be substantially completed within one year.
A.38 Discussion. This disclosure informs users of the existence of the soil contamination
problem and indicates that the accrued liability is susceptible to change in the near term.
Illustrative Disclosure F
A.39 Scenario. Multi-industry, Inc., manufactures products in a variety of industries.
Periodic assessments of long-lived assets indicate that none have been impaired based on
measurement techniques that have been applied in a consistent manner. Management
continually evaluates the deployment of assets and represented at December 3 1 , 1 9 X 1 , that
it was not committed to any plan that would result in a reduction of the carrying amounts of
recorded assets and liabilities. In March 19X2 (after the release of the December 3 1 , 1 9 X 1 ,
financial statements), a new management team was brought in and charged with either
turning around or selling operations, and it thereafter proposed to the board of directors a

restructuring plan whereby certain businesses and facilities will be disposed of or shut down
and other businesses will be relocated in order to produce efficiencies in their operations. The
board approved the plan, and a $20 million restructuring charge was recorded in the quarter
ended June 30, 19X2. The restructuring charge consisted of a $ 10 million write-down to net
realizable values of fixed assets to be sold or abandoned, including the write-off of $3 million
of goodwill, a $5 million accrual of employee severance indemnities, and a $5 million accrual
for plant and employee relocation costs. Prior to the restructuring plan, the company offered
no postemployment benefits to its employees.
A.40 Disclosure. (No disclosure was required at December 3 1 , 19X1.)
A.41 Discussion. The $20 million charge in the quarter ended June 30, 19X2, was material
to the 19X1 financial statements. At issue date of the December 3 1 , 19X1 financial
statements (January 3 1 , 19X2), there were no facts and circumstances, such as submission
of a restructuring plan to the board of directors, that suggested there would be a reduction
in the carrying amounts of the businesses and assets that were, in fact, subsequently the
subject of a plan for disposal and shut-down. Further, in these circumstances the accruals
for severance indemnities and relocation costs that were made in 19X2 represent obligations
arising subsequent to issuance of the December 3 1 , 19X1, financial statements and do not
affect the measurement of assets or liabilities that were appropriately recorded or disclosed
at December 3 1 , 19X1.
A.42 The scenario stipulates that a management team brought in after the release of the
December 3 1 , 19X1 financial statements proposed the restructuring plan approved by the
board. This helps clarify that the determination of the different estimate of the readability
of the businesses and assets to be disposed of was not based on facts and circumstances
that existed at December 3 1 , 19X1.
A.43 If the company prepared financial statements at March 3 1 , 19X2, disclosure would
have been required in those financial statements because, at that date, facts and
circumstances would have suggested that it was at least reasonably possible that a reduction
in the carrying amounts of the businesses and assets would occur in the near term due to the
board's directive to new management.
Illustrative Disclosure G
A.44 Scenario. The Eastcoast Port Authority operates a major shipping center in Local City.
In 19W8, the port decided to refinance its debt to take advantage of lower rates. In order for
the refinancing to take place, Local City agreed to guarantee the bonds if port revenues were
insufficient to pay debt service. In May 19X2 (four years later), the port lost two of its major
shipping customers, constituting 40 percent of its prior-year revenues, to a neighboring port.
At Local City's June 30,19X2 year-end, the port was directing all of its efforts toward finding
new customers. It is reasonably possible, however, that the port will not replace the lost
revenue in time to pay debt service installments at December 30, 19X2 and June 30, 19X3,
totaling $6 million.
A.45 Disclosure. In 19W8, the city guaranteed the Series AA debt of Eastcoast Port
Authority, which operates a major shipping center within Local City. In May 19X2, the port
lost two of its major customers. Although the port is directing all of its efforts toward
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obtaining new customers, it is at least reasonably possible that it will not replace lost
revenues sufficient to make its December 19X2 and June 19X3 debt service payments totaling $6.0 million. If so, the city will become responsible for repayment of at least a portion
of that amount and possibly additional amounts over the debt term. No amount has been reported in the city's financial statements pending the outcome of the port's efforts during the
next fiscal year.
A.46 Discussion. This example illustrates the potential near-term effect of a change in
estimate of a contingent liability resulting from the guarantee of the debt of another entity.
The loss of customers and the port's ongoing efforts to replace them cause the potential for
a near-term material change in that estimate within the next fiscal year.
Illustrative Disclosure H
A.47 Scenario. Rivet Construction Company is a nonpublic general contractor specializing
in the construction of commercial buildings. Rivet has three long-term projects underway that
are in various stages of completion. Rivet has a substantial history of making reasonably
dependable estimates of the extent of progress towards completion, contract revenues, and
contract costs, and it uses the percentage of completion method of accounting for all of its
long-term contracts.
A.48 Shortly after December 3 1 , 19X2, but before the 19X2 financial statements were
issued, a major defect was discovered in the foundation in Project A, which was begun in
19X1 and which is expected to be completed in the coming year (19X3). Engineers have
estimated the cost to correct the defect to be 5 to 15 percent of the original estimated
construction cost, with 10 percent ($1 million) being their best estimate, and delays in
construction are expected to add an additional 5 to 10 percent to the cost of construction,
depending on the time involved, with 7 percent ($700,000) being the best estimate. Project
A is still expected to be profitable.
A.49 Rivet has revised upward its estimate of costs to complete the project by $1,700,000
(1,000,000 + 700,000).
A.50 The following is a summary of financial data at December 3 1 , 19X2, for Project A:
Before Discovery
of Defect

After Discovery
of Defect

Contract price
$15,000,000
Estimated cost to complete 10,000,000
Estimated gross profit
5,000,000
Costs incurred to date
6,400,000
Percentage of completion
64%

$15,000,000
11,700,000
3,300,000
6,400,000
55%

Rivet's other two projects are proceeding as planned.
A.51 Disclosure. As a result of an engineering inspection of the work performed to date on
Project A, estimated contract completion costs have been revised upward by $1,700,000.
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The revision had the effect of reducing income before taxes by $1,385,000 and net income
by $858,700 in 19X2. Due to uncertainties inherent in the estimation process, it is at least
reasonably possible that completion costs for Project A will be revised further.
A.52 Discussion. Disclosure is required under this SOP 5 because it is at least reasonably
possible that the estimated cost of correcting the defect in the foundation of Project A will
change in the near term and that the change will be material to the financial statements.
A.53 Disclosure of the potential for changes in other estimates used in determining amounts
reported for Rivet's long-term contracts is not required because, given Rivet's history of
making such estimates, it is not considered at least reasonably possible that they will change
in the near term by amounts that would be material to the financial statements.
Illustrative Disclosure I
A.54 Scenario. XYZ Corporation develops, manufactures, and markets limited-use vaccines.
The company has a dominant share of the narrow markets it serves. As of December 3 1 ,
19X4, the company has no temporary differences and has aggregate loss carryforwards of
$12 million that originated in prior years and that expire in varying amounts between 19X5
and 19X7. The company had previously recorded a deferred tax asset of $4.8 million for the
benefit of the remaining $12 million in loss carryforwards and concluded that a valuation
allowance was unnecessary. The loss carryforwards arose during the company's development
stage when it incurred high levels of research and development expenses prior to commencing
sales. While the company has earned, on average, $6 million income before tax (taxable
income before carryforwards) in each of the last five years, future profitability in this
competitive industry depends on continually developing new products. The company has a
number of promising products under development, but it is aware that other companies
recently began working on developing vaccines for the same diseases as well as products that
will compete with the vaccines that are currently generating the company's profits. Rapid
introduction of competing products or failure of the company's development efforts could
reduce estimates of future profitability in the near term, which could affect the company's
ability to fully utilize its loss carryforward.
A.55 Disclosure.6 The company has recorded a deferred tax asset of $4.8 million for the
benefit of $12 million in loss carryforwards, which expire in varying amounts between 19X5
and 19X7. Realization is dependent on generating sufficient taxable income prior to expiration
of the loss carryforwards. Although realization is not assured, management believes it is more
likely than not that all of the deferred tax asset will be realized. The amount of the deferred
tax asset considered realizable, however, could be reduced in the near term if estimates of

5

APB Opinion 20, Accounting Changes, paragraph 33 requires or recommends,
depending on the estimates involved, disclosure of the effect of significant revisions
of estimates if the effect is material.

6

In addition to other disclosures, information as to the amount of loss carryforwards and
their expiration dates and the amount of any valuation allowance with respect to the
recorded deferred tax asset is required under FASB Statement No. 109, Accounting
for Income Taxes.

future taxable income during the carryforward period are reduced.
A.56 Discussion. This disclosure informs users that (a) realization of the deferred tax asset
depends on achieving a certain minimum level of future taxable income within the next three
years and (b) although management currently believes that achievement of the required
future taxable income is more likely than not, it is at least reasonably possible that this belief
could change in the near term resulting in establishment of a valuation allowance.
(See Illustrative Disclosure D under "Financial Flexibility" for an additional example of a
significant estimate requiring disclosure under this SOP.)

Current Vulnerability Due to Concentrations
Illustrative Disclosure A
A.57 Scenario. Hi-Tech Corp. is a manufacturer of electronic equipment in which integrated
circuits are an important component. Substantially all of Hi-Tech's customers require that
only those vendors that meet quality criteria be used as sources for integrated circuits. HiTech currently buys all of its integrated circuits from one manufacturer in the Far East, and
no long-term supply contract exists. There are only a limited number of manufacturers of
these particular integrated circuits, and a change of supplier could significantly disrupt the
business due to the time it would take to locate and qualify a new vendor.
A.58 Disclosure. The company currently buys all of its integrated circuits, an important
component of its products, from one supplier. Although there are a limited number of
manufacturers of the particular integrated circuits, management believes that other suppliers
could provide similar integrated circuits on comparable terms. A change in suppliers,
however, could cause a delay in manufacturing and affect results adversely.
A.59 Discussion. Although other sources of supply of this particular kind of integrated circuit
are currently available, the limited number of such sources and the time it takes to qualify new
vendors makes Hi-Tech currently vulnerable to the risk of a near-term severe impact.
A.60 Disclosure is required because it is considered at least reasonably possible, based on
information available prior to issuance of the financial statements and of which management
is reasonably expected to have knowledge, that the events that could cause the severe impact
will occur.
Illustrative Disclosure B
A.61 Scenario. Minnesota Company manufactures various products in which wheat is an
important raw material. It currently buys 80 percent of its wheat from one supplier, but
numerous alternate sources of supply are readily available on comparable terms.
A.62 Disclosure. (No disclosure is required.)
A.63 Discussion. The concentration exists at the date of the financial statements, and an
inability to obtain wheat could result in a near-term severe impact. No disclosure is required,
however, because numerous alternative suppliers are available and, therefore, it is not

considered at least reasonably possible that events that could cause a near-term severe impact
will occur.
Illustrative Disclosure C
A.64 Scenario. Star Bank is a state-chartered bank located in Anytown, Anystate. Star has
for many years provided financing to independent oil and gas ventures, in addition to its
typical lending activities associated with credit cards, auto loans, and commercial loans to
businesses outside the oil and gas industry. Star's lending activities are transacted
predominantly with customers located in Anystate. Star has generated higher profits than
those of its principal competitors as well as of the industry as a whole because of its
significant portfolio of high-yield/high-risk oil and gas venture loans. Star's oil and gas loan
portfolio represents 12 percent of its overall loan portfolio.
A.65 Disclosure. At December 3 1 , 19X7, approximately 12 percent of the bank's loan
portfolio consists of loans to independent oil and gas ventures. Including oil and gas venture
loans, approximately 85 percent of the bank's loan portfolio is with customers located in
Anystate.7
A.66 Discussion. This disclosure informs financial statement users of the risks inherent in
the bank's portfolio due to a concentration of oil and gas loans. Furthermore, the disclosure
informs financial statement users of the general risks associated with lending activities in
Anystate owing, in part, to that state's relative economic dependence on the oil and gas
industry. Financial statement users are able to draw their own conclusions as to the changes
in economic conditions that might take place and the ultimate effect such changes might have
on the bank. Although the principal focus of this disclosure is paragraph 20, the disclosure
also provides information associated with paragraph 10. In this example, disclosure of the
bank's loan concentrations, both by type of borrower and location of borrower, informs
financial statement users about the nature of Star's business and the risks inherent in that
business. Knowing that the bank's lending activities are concentrated primarily within
Anystate informs financial statement users that economic conditions that broadly affect the
economy in that state could have a more significant adverse affect on the bank than, perhaps,
on its competitors or the banking industry as a whole. In this case, the risks are evident from
the description of the concentration; consequently, no further explanation of the risks is
necessary.
A.67 The disclosure is also required under paragraph 20 because the concentration exists
at the date of the financial statements, because rapid changes in oil and gas prices in the last
fifteen years, which directly affect the potential collectibility of the loans, indicate that similar
changes in the future could result in a near-term severe impact, and because, based on
information available prior to issuance of the financial statements of which management is
reasonably expected to have knowledge, it is considered at least reasonably possible that
such events will occur.
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This disclosure satisfies, in part, the requirements of FASB Statement No. 105.

Illustrative Disclosure D
A.68 Scenario. Jones Savings and Loan is federally chartered, with headquarters in Tucson,
Arizona. Jones' loan portfolio consists primarily of residential and commercial mortgages with
fixed interest rates on properties located throughout the Southwest. The original terms of the
mortgages vary from fifteen to thirty years. Lending activities are funded principally from
short-term savings account deposits bearing interest at rates that vary with the market over
time.
A.69 Disclosure. Jones Savings and Loan Association is a federally chartered savings and
loan institution engaged principally in providing first mortgage financing to persons and
commercial enterprises. At December 3 1 , 19X7, the association's loan portfolio consists
primarily of fixed-interest-rate first mortgages with original terms varying from fifteen to thirty
years, on properties located predominantly in the southwest United States. Lending activities
are funded primarily with short-term deposits that have interest rates that vary with market
rates over time.8
A.70 Discussion. This disclosure focuses on the nature and location of the principal markets
of the business (paragraph 10) and on the concentration of the enterprise's investments in
fixed-interest-rate first mortgages, which leaves the enterprise currently vulnerable to
fluctuations in interest rates because those investments are funded by essentially variable-rate
deposits. Disclosure under paragraph 10 regarding the nature of the business does not cover
the interest-rate risk inherent in the concentration in fixed-rate loans when they are funded
by variable-rate debt. The disclosure does not describe the risks involved, because they are
evident from the description of the concentration.
A.71 Disclosure is required because the concentration exists at the date of the financial
statements, because the concentration could result in a severe impact, in the near term,
owing to the potential volatility in interest rates, and because it is considered at least
reasonably possible that interest rates could change in the near term to an extent that could
cause a severe impact.
A.72 If the disclosure is evident from the financial statements9 (for example, if there is
disclosure of the amount of fixed-rate mortgage loans and that deposits are variable-rate or
short-term), no additional disclosure would be necessary.
Illustrative Disclosure E
A.73 Scenario. Felt Pharmaceutical Company is a national pharmaceutical manufacturer
headquartered in Atlanta, Georgia. The company markets a wide range of pharmaceutical
products. One of its better-known name-brand products, a significant source of profits and
cash flow, is an antibiotic on which there is a patent that will expire in six months.
Competitors are preparing to enter the market with generic alternatives when Felt's patent
expires. Though the company plans to try to differentiate its product to save as much of its

8

See footnote 7 in this Appendix.

9

For example, disclosure made under the requirements of FASB Statement No. 105.
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market share as possible, the concentration nevertheless has the potential for a severe impact.
A.74 Disclosure. Felt Pharmaceutical Company is a national pharmaceutical manufacturer
with sales throughout the United States. The patent on one of its major products expires next
year. This product accounts for 35 percent of the company's revenues and a higher
percentage of its gross profit.
A.75 Discussion. The disclosure focuses on the nature of the business and on Felt's current
vulnerability due to a concentration of its patented products. Disclosure is required because
the concentration exists at the date of the financial statements, because the effect on the
company's cash flows and profitability of competitors entering the market when the patent
expires could be a severe impact, and because it is considered at least reasonably possible
that the events that could cause the severe impact will occur.
A.76 Because the risk is evident from the description of the concentration, no further
explanation of the risk is necessary.
Illustrative Disclosure F
A.77 Scenario. Anywhere Corporation is a public benefit corporation created by the
legislature to provide low-interest loans to hospitals and similar health facilities. The loans are
due in installments over 20 to 30 years and are funded by issuance of Anywhere Corporation
bonds. All bonds authorized have been issued, and 95 percent of all available funds have
been used for program loans. Higher costs, new federal and state legislation lowering
government reimbursement under certain hospital insurance programs, and declining utilization
have impaired the operating results of many hospitals in the region.
A.78 Disclosure. Approximately 80 percent of the corporation's loans are to hospitals in the
state. Legislation that has been enacted will curtail patient coverage under certain hospital
insurance programs, which will reduce revenue to these hospitals. These reductions may
diminish the ability of some hospitals to repay their loans to the corporation within the next
year.
A.79 Discussion. This disclosure focuses on the nature of ABC's operations, on its markets,
and on the concentration of ABC's loans to hospitals. Because the risk associated with the
concentration may not be evident from the description of the concentration, the disclosure
also discusses why the concentration poses a risk.
A.80 Disclosure is required because the concentration exists at the date of the financial
statements, because the concentration could result in a near-term severe impact, owing
principally to enacted legislation, and because it is considered at least reasonably possible that
events that could cause the severe impact (diminishment of the ability of some hospitals to
repay their loans) could occur.
Illustrative Disclosure G
A.81 Scenario. Team Company is a manufacturer of industrial hardware. The contract with
the union representing Team's labor force is due to expire in the coming year. Over the past
30 years, Team has been affected by a number of work stoppages in the course of contract
negotiations, but they have always been of short duration, and none has had a significant
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effect on Team's financial statements. Though management expects that there will initially
be substantial differences between its offer to the union and union demands, management has
no reason to believe that those differences will result in a protracted conflict.
A.82 Disclosure. (No disclosure is required.)
A.83 Discussion. Although the concentration of labor exists at the date of the financial
statements and it could result in a severe impact in the near term due to the potential of a protracted work stoppage, no disclosure is required because it is not considered at least
reasonably possible in the light of past experience and current conditions that a protracted
work stoppage will take place.
Illustrative Disclosure H
A.84 Scenario. Zebra City's principal revenue source is property taxes. Two companies
located within the City limits operate automobile manufacturing plants. Together, the two
companies provide 35 percent of the City's combined revenues.
A.85 Disclosure. Approximately 35 percent of the City's combined revenues are provided
by property taxes paid by the ABC Company and the XYZ Company, which operate
automobile manufacturing plants within the City limits.
A.86 Discussion. This example illustrates two possible considerations when disclosing
concentrations. First, two entities provide a significant portion of the City's revenues.
Second, the entities operate within the same industry. A similar disclosure would be required
if the revenue were generated by twelve entities within the same industry. As noted in
footnote 12, it should always be considered reasonably possible that a customer, taxpayer,
grantor, or contributor will be lost.

Financial Flexibility
Note: The disclosures in the following illustrations are independent of any disclosures that
may be made pursuant to SAS No. 59 (AU section 341), except for Illustrative Disclosure I,
where there is clear evidence that there is substantial doubt about the entity's ability to
continue as a going concern.

Illustrative Disclosure A
A.87 Scenario. HLT Company became highly leveraged in a leveraged buyout transaction
two years ago. Since then, the company's performance has fallen slightly below its
expectations. As a result, the company is barely able to service its debt from cash flow from
operations. Although the company expects that situation to continue, it is reasonably possible
that cash flow from operations in the coming year could fall below its debt service
requirements. Should that happen, the company would need to take significant action to raise
cash. The company does not have a credit arrangement in place that would assure the
adequate availability of cash.
A.88 The company has only limited financial flexibility:
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•

The company's ability to borrow additional amounts is limited because it is already
highly leveraged. Further, the company has already slowed payments to vendors
and cannot stretch payments further without vendors refusing to do business with
the company.

•

After discussion with investment bankers, the company has concluded that it
cannot issue additional common stock at an acceptable price.

•

The company dramatically reduced costs at the time of the leveraged buyout
transaction. Further reductions are not possible without serious consequences to
the quality of the company's service. Also, under a union contract, the company
must continue to pay laid-off employees for twelve months. The company does
not pay dividends; thus, dividends cannot be reduced.

•

The company has some ability to liquidate assets either directly or indirectly. The
company can postpone inventory purchases and, if necessary, could sell certain
highly desirable segments of its business. Although those segments could not be
sold quickly, the prospect of those sales would help the company negotiate a
temporary credit facility with its creditors in the event of a cash shortage.

A.89 Disclosure. During the past two years, nearly all of the company's cash flow from
operations has been used to service the company's debt. The company expects that situation
to continue in the coming year. If cash flow from operations were to fall below debt service
requirements, however, the company would be required to take actions such as postponing
purchases of inventory, attempting to restructure its debt, and, if necessary, selling certain
segments of its business to raise cash.
A.90 Discussion. The disclosure informs financial statement users of the company's cash
flow situation and identifies possible courses of action that the company would expect to take
should the need arise.
A.91 Disclosure is required because it is at least reasonably possible that the company will
not have the ability over the near term to pay its expected cash outflows without taking such
significant actions.
Illustrative Disclosure B
A.92 Scenario. XYZ Company has below-market long-term fixed-rate debt with a bank that
the bank could call at the face amount if the company's adjusted quarterly earnings fall below
a specified amount (earnings covenant). The company has violated the covenant several
times in the past, but the covenant was waived each time. The company expects to remain
in compliance in the future. Nevertheless, it is reasonably possible that the company's
quarterly earnings in the coming year will again fall below the specified amount. The company
expects that, should that happen, the bank would call the debt because of the high level of
current interest rates. Although the company has a credit arrangement, it would not provide
sufficient cash to refinance the long-term debt if the debt were called.
A.93 If the company's long-term debt were called, the company would expect to refinance
the debt through a new borrowing from a bank. Although the terms and amount of such a
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borrowing have yet to be negotiated because of the company's financial position, the
company is confident that it could borrow a sufficient amount. In addition to borrowing, the
company could raise cash through issuing stock, reducing costs and dividends, and liquidating
assets. The company believes, however, that the likelihood of needing to take those actions
is remote.
A.94 Disclosure. The company's long-term debt, which carries interest at below-market fixed
rates, becomes callable at its face amount at the holder's option if the company's future quarterly earnings, as defined in the debt agreement, fall below a specified amount. As of yearend, that debt is not callable. It is at least reasonably possible, however, that the debt will
become callable in the near term. If called, the company would expect to finance the payment
of the debt through new borrowings from other sources, the terms and amount of which have
yet to be negotiated.
A.95 Discussion. This situation meets the criteria for disclosure of financial flexibility
because at the date of the financial statements it appears at least reasonably possible that the
company will not have the ability over the near term to pay its expected cash outflows
without entering into new credit arrangements or taking other significant actions.
A.96 The disclosure focuses on the possibility that the company's debt will be called
resulting in negotiation of new long-term financing on less favorable terms.
Illustrative Disclosure C
A.97 Scenario. Bio-Tech is in the second year of a three-year effort to complete the
development for commercial use of its only product. Three years ago, venture capitalists
funded the company's research in certain bio-technology. After that research was successful,
the company issued common stock in the public market to fund development of a commercial
product. To date, that development has gone well, and the company expects to begin sales
of its product in about one year. The development program, however, has cost more than
originally expected, and the company now expects that it will need to issue additional shares
of common stock in the coming year to fund the final portion of its development program.
A.98 The company has some financial flexibility to deal with its cash shortage, although more
limited than available to some companies:
•

The company is unable to borrow because of its speculative nature.

•

The company expects to issue additional shares of common stock in the coming
year. Neither the number of shares nor the offering price has been determined.

•

The company has almost no ability to reduce costs without hurting its product
development effort on which its future sales depend.

•

The company's development effort is sufficiently advanced that the company could
raise cash through license arrangements with others involving the company's
technology. The company would pursue this option only if it could not issue
common stock at an acceptable price.
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A.99 Disclosure. As discussed in Note X, the company is in the development stage and
expects to begin sales of its product in about one year. Completion of the development
program, however, will require more cash than is currently available to the company. To
complete the final portion of its development program, the company expects to issue
additional shares of common stock in the coming year. Neither the number of shares nor the
offering price has been determined. If the company is unable to issue common stock at an
acceptable price, the company would expect to raise cash through license arrangements with
others involving the company's technology.
A.100 Discussion. The disclosure focuses on the courses of action management expects to
take to offset or eliminate its expected cash shortage.
Illustrative Disclosure D
A. 101 Scenario. ABC Company is the defendant in litigation involving a major competitor
claiming patent infringement. The company believes that an unfavorable outcome is probable
and that the range of loss is $3 to $9 million. The company has initiated settlement
discussions. If its offer is accepted, the company would fund the settlement through its lineof-credit arrangement with a bank.
A.102 Disclosure. While no disclosure of financial flexibility is required by this SOP, the
above facts would require disclosure under paragraph 12 concerning certain significant
estimates.
A.103 Discussion. No discussion of financial flexibility is required by this SOP because it is
not deemed to be reasonably possible that the company will not have the ability over the near
term to pay its expected cash outflows without entering into new credit arrangements,
modifying existing credit arrangements, or by taking other significant actions.
A.104 FASB Statement No. 5 requires accrual of a loss contingency and disclosure of the
nature of the contingency, the exposure to loss in excess of the amount accrued, and,
depending on the circumstances, the amount accrued. In addition, this SOP requires
disclosure that it is at least reasonably possible that a change in the amount accrued will
occur in the near term.
Illustrative Disclosure E
A.105 Scenario. Anytown is under a consent order from the State Department of
Environmental Conservation to close its landfill. The estimated cost of closure is $2.5 million.
Because of its magnitude, the cost of the closure must be financed over a period of years.
Anytown has exhausted its borrowing capacity under provisions of the state constitution.
Consequently, Anytown has applied to borrow from the state-sponsored landfill closure
revolving fund, and it expects to be able to borrow from that fund.
A.106 Disclosure. Anytown is under a consent order from the State Department of
Environmental Conservation to close its landfill at an estimated cost of $2.5 million. Anytown
has applied to borrow this amount from the state-sponsored landfill closure revolving fund,
and it expects to be able to borrow from that fund. State-established debt limitations prohibit
Anytown from issuing its own debt for this purpose.

38

A.107 Discussion. The situation meets the criteria for disclosure because at the date of the
financial statements it appears at least reasonably possible that Anytown will not have the
ability over the near term to pay its expected cash outflows without entering into new credit
arrangements or taking other significant actions. It also describes the lack of financial
flexibility that makes this borrowing necessary.
Illustrative Disclosure F
A.108 Scenario. NPO provides housing and medical care to the mentally and physically
disabled in intermediate care facilities. NPO's facilities are funded by tax exempt bonds issued
on behalf of NPO by the Office of Mental Retardation and Developmental Disabilities
(OMRDD). NPO's cash flow to meet the debt service costs related to these bonds and the
operating costs of the facilities is derived from OMRDD in the form of Medicaid cost
reimbursement.
A.109
NPO's services are provided primarily to individuals who had once been
institutionalized in state-operated facilities. The state facilities were closed by the courts due
to poor care. The level of care and service provided by NPO to these individuals is mandated
by the court.
A.110 Due to the state's budget problems during the past year, costs reimbursements have
been withheld so that at the end of the year NPO's cash inflows were reduced by 4 percent.
That situation is expected to continue indefinitely. Operating net assets (unrestricted fund
balance) at the beginning of the year are 5.5 percent of the annual budget. NPO does not
have a bank line of credit. Operating costs cannot be reduced easily due to the courtmandated levels of service and, in fact, due to inflationary pressures, wage agreements, and
other matters are expected to increase by more than 1.5 percent during the next fiscal year.
A.111 Disclosure. During the past fiscal year, NPO has experienced significant reductions
in its cash flow from operations due to a percentage of its reimbursements being withheld by
its primary funder, the Office of Mental Retardation and Developmental Disabilities. This
situation is expected to continue into the next fiscal year due to the state budgetary crisis.
NPO has a limited ability to reduce its operating costs because its level of care and service is
mandated by the court as part of judicial ruling XX.
A. 112 NPO is negotiating with a bank to obtain a working capital line of credit to help it meet
its operating requirements and mortgage payments. NPO has also applied for a cost
reimbursement rate adjustment to increase its per diem rate for certain facilities. A portion
of any rate increase, however, will be withheld by the funder. It is uncertain at this time
whether either initiative will be successful.
A.113 Discussion. This disclosure informs financial statement users of NPO's cash flow
situation and identifies courses of action that NPO is pursuing.
A.114 Disclosure is required because it is at least reasonably possible that NPO will not have
the ability over the near term to pay its expected cash outflows without taking such
significant actions.
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Illustrative Disclosure G
A.115 Scenario. Society provides educational services through undergraduate courses and
professional training programs. Society's cumulative operating deficit at the end of the year
is 20 percent of its annual operating budget. The operating deficits occurred in each of the
last four years and represented approximately 8 percent of the annual operating budgets for
those years. In three of the four past years, Society had an operating surplus before interest
on its long-term debt.
A.116 Society's buildings are subject to a first mortgage, a shared-appreciation mortgage
note, and an interest-differential note. No principal payments on the notes are due currently.
Interest expense on the notes represents approximately 7 percent of Society's total
expenditures.
A.117 Society has borrowed from its quasi-endowment fund and from the capital gains
earned on its endowment funds to meet its operating requirements during the past three
years. Society no longer has money in nonoperating funds that it can borrow to meet its
operating needs or interest payments, nor does its budget for the next year's operations
reflect an improvement in operating results so that debt service costs can be met.
A.118 At the end of the current fiscal year, Society has received and accepted a challenge
grant to raise matching funds to retire the first and second mortgages. Some of the matching
funds may be in the form of forgiveness of debt by the lenders of the existing mortgages.
A.119 Disclosure. During the past four years, Society's operating surplus and cash flows
from operations have not been adequate to service Society's debt, and Society has borrowed
from quasi-endowment.10 To alleviate this cash flow situation, a donor has come forward
with a challenge grant of approximately $X million, which has the potential to retire the first
and second mortgages on Society's buildings. The board has accepted the challenge grant,
and a committee of the board has been formed to plan a capital campaign to raise matching
funds so the full value of the challenge grant will be realized. It is expected that the capital
campaign will be announced publicly in late fall of 1992, although preliminary fund raising has
begun. The challenge period is yet to be determined.
A.120 In the absence of an established capital campaign, the following alternative disclosure
would be considered instead of the second through fifth sentences above.
A. 121 To address the long-term financial stability and needs of Society, the board of trustees
has established its highest priority for the 1992 fiscal year to be developing a fund-raising plan
to retire the first and second mortgages on Society's buildings. Society's ability to retire this
debt though other means is limited.
A.122 Discussion. The disclosure informs financial statement users of Society's cash flow
situation and identifies a course of action that Society is pursuing.

10

There would also be disclosure regarding the specifics of the interfund borrowings in
conformity with the AICPA Industry Audit Guide Audits of Colleges and Universities.
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A.123 Disclosure is required because it is at least reasonably possible that Society will not
have the ability over the near term to pay its expected cash outflows without taking such significant actions (which are in addition to the normal fund raising that is done annually to meet
operating requirements).
Illustrative Disclosure H
A.124 Scenario. ABC Company has a $ 10 million seasonal line of credit that expires on June
30, 19X3—less than one year from the date of the financial statements. ABC has a historical
pattern of seasonal borrowings that begin in February, peak in April, and are then fully repaid
in June. Another borrowing cycle begins in August and peaks in October, with the
borrowings fully repaid in December. ABC has no borrowings outstanding against the line of
credit at December 3 1 , 19X2, the date of the financial statements.
A.125 The credit agreement requires the company to meet certain covenants. ABC has no
reason to believe that the line of credit will not be renewed or that it will fail to meet the
covenant provisions. The company is aware, however, that many banks are reducing credit
commitments. If the line of credit were not renewed, ABC would need to take one or more
of the following actions:
•

Obtain a replacement line of credit.

•

Curtail capital expenditures.

•

Restrict operations in order to reduce working capital requirements.

•

Sell a portion of its business.

A.126 Disclosure. (Made as of December 3 1 , 19X2.) The company has a $10 million
seasonal line of credit, which expires on June 30, 19X3. The company is in compliance with
the covenants of its credit agreement and expects that the line of credit will be renewed. If
the line of credit is not renewed, the company expects to obtain a replacement line of credit.
A.127 Discussion. The disclosure informs financial statement users of the company's need
for credit and that the existing credit agreement will expire in the near term. It is at least
reasonably possible that the company's current lender will not renew the line of credit. In that
case, a replacement lender would have to be found.
Illustrative Disclosure I
A.128 Scenario. The Breakneck Corporation is a privately held company that owns and
operates a ski area in the Northeast. Attendance at the ski area has decreased for three
consecutive years due to unfavorable weather, a recession, and competition from other skiing
resorts. Further, Breakneck's insurance costs have increased significantly, and Breakneck has
not been able to substantially reduce other operating expenses because of safety
considerations. Attempts to develop the area as a year-round attraction have thus far
produced unsatisfactory results, partially due to restrictions on the use of land imposed by
federal and state laws.
A.129 Breakneck has incurred significant operating losses and negative operating cash flows
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in each of the past three years. As a result, the company is in violation of the financial covenants of its $ 10 million long-term loan agreement with its primary lender as of December 3 1 ,
19X1. The company's violation of those covenants constitutes an event of default under its
$2 million subordinated long-term debt agreement with another lender. The debt holders may,
at their option, give notice to the company that amounts owed are immediately due and
payable. The company is currently negotiating waivers of the terms of its debt agreements.
A.130 The company has engaged an investment banker to identify a private investor to
provide a cash infusion into the company. Given the company's current situation, however,
it is uncertain whether such an investor will be found.
A.131 As a result of the above, the company has severely limited financial flexibility.
A.132 Disclosure. Due to significant operating losses ($XXX, $XXX, and $XXX) and
negative operating cash flows in each of the past three years, the company is in violation of
the financial covenants of the loan agreement with its primary lender. The company's
violation of the covenants under that agreement constitutes an event of default under its
subordinated debt agreement. The debt holders may, at their option, give notice that amounts
owed are immediately due and payable (see Note
for a discussion of the terms of the
debt, including the reclassification of the company's debt as current). The company is
currently negotiating waivers of the terms of its debt agreements.
A.133 Management has engaged an investment banker to obtain a private investor who
would provide the company with a cash infusion. No assurance can be given that an investor
will be found. In the absence of a significant infusion of cash, there is substantial doubt about
whether the company will be able to continue operations over the next year. The financial
statements do not include any additional adjustments related to the carrying amounts of
assets and liabilities that may be necessary should the company not be able to continue as
a going concern.
A.134 Discussion. The disclosure informs financial statement users of:
•

Breakneck's operating losses and negative operating cash flows.

•

Conditions giving rise to the possibility that Breakneck will not have the ability to
continue operations over the near term.

•

Management's expected course of action.

•

The fact that the financial statements do not include any additional adjustments
related to the carrying amounts of assets and liabilities that may be necessary
should the company not be able to continue as a going concern.

As discussed in paragraph 28, the extent of the disclosure reflects the severity of the
situation. This disclosure is consistent with the disclosures discussed in SAS No. 59, The
Auditor's Consideration of an Entity's Ability to Continue as a Going Concern.
A.135 Disclosure is required because it is at least reasonably possible that Breakneck will not
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have the ability over the near term to pay its expected cash outflows without taking the
significant action discussed in the disclosure.
Illustrative Disclosure J
A.136 Scenario. Anycity finances a major portion of its programs with property tax revenue.
These taxes are collected once each year in October. However, a large portion of the city's
expenditures occur when insufficient revenue has been collected to provide cash flows for
these expenditures. Accordingly, the city has financed these expenditures in each of the past
ten years by issuing tax anticipation notes (TANs) in mid-year. The TANs are repaid by yearend with revenue collections. The city expects to issue TANs of $25 million in June of the
coming year.
A.137 Disclosure. As in each of the past ten years, the City plans to issue property tax
anticipation notes in the coming year to finance operating expenditures. The City expects to
repay these notes with property tax revenue collections by year-end.
A.138 Discussion. The situation meets the criteria for disclosure because it is at least
reasonably possible that Anycity will need to borrow money to meet its cash flow needs
during the coming year. Because this borrowing is a normal seasonal borrowing for the entity,
the disclosure is much less extensive than one that would be required if the entity were under
financial stress, as discussed in paragraph 28. (If the city anticipated any difficulty in issuing
the TANs, the city would be required to disclose other courses of action that may be taken
to meet cash flow needs.)
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APPENDIX B
BACKGROUND INFORMATION AND BASIS FOR CONCLUSIONS

B.1 FASB Statement of Financial Accounting Concepts No. 1, Objectives of Financial
Reporting by Business Enterprises, states that financial reporting should "provide information
that is useful to present and potential investors and creditors and other users in making
rational investment, credit, and similar decisions" (paragraph 34). To support that decisionmaking process, financial reports should help such users "assess the amounts, timing, and
uncertainty of prospective net cash inflows to the related enterprise" (paragraph 37) by
providing "information about the economic resources of an enterprise, the claims to those
resources... and the effects of transactions, events, and circumstances that change resources
and claims to those resources" (paragraph 40). GASB Concepts Statement No. 1, Objectives
of Financial Reporting, paragraph 79, notes that "financial reporting should assist users in
assessing the level of services that can be provided by the governmental entity and its ability
to meet its obligations as they become due." To that end, GASB Concepts Statement No. 1
states that
Financial reporting should provide information about the financial position and condition
of a governmental entity. . . . The major financial resources of most governmental
entities are derived from the ability to tax and issue debt. As a result, financial
reporting should provide information about tax sources, tax limitations, tax burdens,
and debt limitations. . . . Financial reporting should disclose legal or contractual
restrictions on resources and risks of potential loss of resources. [paragraph 79, a and
c]
Without additional disclosure in financial reports about significant risks and uncertainties,
these objectives may not be fully met in today's environment.
B.2 Recognizing that a riskier business and economic climate equates to a riskier investment
and lending climate, users increasingly are demanding that financial statements include more
information to help them assess the risks and uncertainties concerning a reporting entity's
future cash flows and results of operations.
B.3 These demands are underscored in calls for an "early warning system" expressed in the
financial press and in Congressional hearings. These sources suggest that financial reporting
should alert users to a reasonable possibility that the entity is in danger of failing or, short of
failing, of suffering severe financial setbacks, if there is such a possibility.
B.4 No system of reporting can provide early warnings of all
Indeed, management may be unaware, and reasonably so, of
uncertainties. And, clearly, financial statements should not be
describe every possible risk and uncertainty facing the reporting

future detrimental events.
some significant risks and
burdened in an attempt to
entity.

B.5 But such limitations should not prevent users from receiving improved disclosures
concerning significant risks and uncertainties. Their existence merely means that any new
disclosure requirements must focus on what is important. New disclosure requirements should
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effectively separate the significant matters that warrant reporting from the host of lesser risks
and uncertainties that do not. 1 AcSEC believes that the requirements in this SOP meet those
objectives.
B.6 In reaching the conclusions in this SOP, AcSEC considered and evaluated users' reliance
on financial information, sources of financial information, current accounting and disclosure
requirements, current Securities and Exchange Commission (SEC) requirements, and users'
perceptions of the kinds of information that should be presented in financial statements.

Users' Reliance on Financial Information
B.7 Information in financial statements, largely shaped by GAAP and, for SEC registrants, by
the additional regulatory requirements of the Commission, is considered important t o users
in making investment and lending decisions. Financial statements provide information about
certain current conditions and trends that help users in predicting reporting entities' future
cash flows and results of operations. The quality of users' predictions depends to a significant
degree on their assessment of the risks and uncertainties inherent in entities' operations and
of the information about those operations that financial reporting provides.
B.8 Financial reporting largely reflects the effects of past transactions and other events that
have already affected a reporting entity. Such information can help users in assessing the
future. But that does not mean the future can be predicted merely by extrapolating past trends
or relationships. Indeed, volatility in the economic environment almost always means that
simply extrapolating past trends and relationships will lead to inaccurate predictions. Users
need to assess all currently available information to form their o w n expectations about the
future and its relation to the past. Forming expectations—making predictions—is a vital part
of the decision process. But it is a function of financial analysis, not of financial reporting.
Furthermore, financial reporting is only one source of information required for making
investment and credit decisions.

Sources of Financial Information
B.9 Financial reporting encompasses the financial statements and notes, required information
supplementary t o the financial statements, and other information, such as that included in
Management's Discussion and Analysis (MD&A), which the SEC requires publicly-held
business enterprises to provide in their annual reports, and transmittal letters of government
comprehensive annual financial reports. Additional sources of information include investment
advisory services, analysts' reports, the financial press, general economic statistics, and
general news reports.

1

This SOP does not prohibit disclosure of matters it does not require to be disclosed.
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B.10 The major sources of financial information and their relationships for business and notfor-profit entities are illustrated in the following diagram, taken from Statement of Financial
Accounting Concepts No. 5, Recognition and Measurement in Financial Statements of
Business Enterprises.

All Information Useful for Investment, Credit, and Similar Decisions
(Concepts Statement I, paragraph 22; partly quoted in footnote 6)
• Financial Reporting
(Concepts Statement 1, paragraphs 5-8)
-Area Directly Affected by Existing FASB Standards
Basic Financial Statements
(in A1CPA Auditing Standards Literature)
Scope of Recognition
and Measurement
Concepts Statement

Financial Statements

Notes to
Financial Statements
(& parenthetical disclosures)

• Statement of
Financial Position

Examples:
• Accounting Policies

• Statements of
Earnings and Comprehensive Income

• Contingencies

• Statement of
Cash Flows

• Number of Shares of
Stock Outstanding

• Statement of Investments by and Distributions to Owners

• Alternative Measures
(market values of items
carried at historical cost)

• Inventory Methods

Supplementary
Information

Other Means of
Financial Reporting

Other
Information

Examples:
• Changing Prices Disclosures (FASB Statement 33 as amended)

Examples:
• Management Discussion and Analysis

Examples:
• Discussion of Competition and Order
Backlog in SEC Form
10-K (under SEC
Reg. S-K)

• Oil and Gas Reserves
Information (FASB
Statement 69)

• Letters to Stockholders

• Analysts' Reports
• Economic Statistics
• News Articles
about Company

[Source: FASB Concepts Statement No. 5, p. 5]
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GASB Concepts Statement No. 1, paragraph 5, illustrates these sources of information used
by governmental financial report users:

Figure 1: Information Used by Financial Report Users

All Information Used to Assess
Accountability and Make Resource
Allocation, Investment, and Other Decisions
All Financial Reporting
-General Purpose External Financial Reporting (includes comprehensive annual financial
reports and popular reports)
General Purpose Financial
Statements
(includes notes to
financial statements)

Supplementary
Information

Other Types of Financial Reporting
(includes budgets, offering
statements, reports to grantor
agencies, and so forth)

Other
Information

[Source: GASB Concepts Statement No. 1, p. 3]

Current Accounting Requirements
B.11 Disclosing information to help users assess major risks and uncertainties is consistent
with the established objectives of financial reporting, and some such information is already
presented in financial statements. Such information includes, for example, information about
financial instruments with off-balance-sheet risk and financial instruments with concentrations
of credit risk, related party disclosures and information about receivables, leases, pensions,
postretirement benefits, and commitments and contingencies. In addition, publicly held business enterprises are required to disclose in their financial statements segment information and
information about foreign operations, export sales, and major customers, which, among other
things, helps users to assess risks and uncertainties. This SOP, however, is intended to
extend disclosures beyond those currently required and to help users discriminate aggregate
information into those risks that are of particular importance.
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B.12 Nature of Operations. Current GAAP (FASB Statement No. 14) requires a public
business enterprise to disclose the major types of products and services that generate
revenues, that is, the nature of its businesses, as part of segment information in its financial
statements, even if the business enterprise operates in only one industry. Governmental
entities that use enterprise fund accounting and reporting are required by GASB Codification
Section 2500, "Segment Information for Enterprise Funds," to present segment information
for each enterprise fund activity (segment) that meets certain criteria. Information presented
includes a description of the types of goods or services provided, operating revenues,
operating income or loss, net income or loss, net working capital, and total assets for each
segment. Although not intended to mirror FASB Statement No. 14, GASB Codification
Section 2500 requires some of the same data required for business enterprises by that
Statement. But other reporting entities are not required to disclose such information. 2 Thus,
financial statement users now sometimes cannot discern the nature of the operations of such
other entities from information presented in their financial statements.
B.13 Information about the nature of operations is helpful because the various kinds of
industries in which reporting entities operate have diverse degrees and kinds of risks. Certain
of these risks are inherent to the industry in which an entity is engaged. Simply by knowing
the nature of an entity's industry and the principal markets for its products or services, a
financial statement user is alerted, indirectly, about the risks common to that industry.
Similarly, information about the principal services provided by governmental enterprise fund
activities alerts the financial statement user about the risks inherent in those services.
B.14 Some have expressed concerns about whether this SOP conflicts with FASB Statement
No. 2 1 . AcSEC believes that, while the information that this SOP requires to be disclosed
concerning the nature of a reporting entity's operations overlaps in certain respects the
information public business enterprises are required to report under FASB Statement No. 14,
it is significantly different in other respects. Accordingly, AcSEC does not believe this SOP
conflicts with Statement No. 2 1 .
B.15 Further, AcSEC notes that, for public business enterprises that already disclose
information about the nature of their operations pursuant to FASB Statement No. 14, this SOP
requires disclosure of additional information about the nature of their operations.
B.16 The disclosure required by paragraph 10 focuses on the entity's principal markets,
including their locations. Current segment information for business enterprises, in contrast,
focuses on the nature of the segments' operations and their identifiable assets and the
geographic location of assets outside the enterprise's home location. Disclosure of the

2

FASB Statement No. 2 1 , Suspension of the Reporting of Earnings per Share and
Segment Information by Nonpublic Enterprises, suspended the segment information
reporting requirements of FASB Statement No. 14 for nonpublic enterprises.
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locations of a business or not-for-profit entity's principal markets provides information useful
in assessing risks and uncertainties related to the environments in which the entity operates.
The risks and the uncertainties associated with selling products and services in various regions
in the United States may differ significantly. And they do differ significantly from the risks and
the uncertainties in selling products and services outside the United States. Knowledge of the
environments in which an entity sells its products or provides services helps users of financial
reports to assess certain risks based on day-to-day national and world events.
B.17 The following table compares and contrasts the information called for of public
companies by FASB Statement No. 14 with paragraph 10:
Comparison of Disclosure Requirements:
FASB Statement No. 14 (Segment Reporting) Versus
Paragraph 10 of this SOP

Disclosure
Description of the types of
products or services sold

FASB Statement No. 14

Paragraph 10

X

X

Revenue, profitability, identifiable
assets, and other related disclosures
for each reportable segment

X

*

Revenue, profitability, identifiable
assets for foreign operations, by
geographic area

X

Export sales by domestic operations,
by geographic area

X

Significant sales to single customer
foreign government, or domestic
government agency

X

†

Identification of principal markets

X

Description of location of principal
markets

X

* Paragraph 10 requires an indication of the relative importance of operations in each
industry.
† This SOP requires disclosure of current vulnerability due to concentrations of
customers if the criteria in paragraph 20 are met.
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B.18 AcSEC considered whether disclosure of an entity's principal operating locations would
be informative to financial statement users and should, therefore, be included in paragraph 10.
AcSEC concluded that, although in certain circumstances such information would be relevant,
generally it would not be. In addition, disclosure of an entity's principal operating locations
would be required under paragraph 20 (current vulnerability due to concentrations) in
circumstances where operating in that particular environment created substantive near-term
risk to the entity. Knowing, however, that a business enterprise is located in, for example,
Dallas, Texas, was not considered particularly relevant information. In contrast, knowing
where a residential housing construction contractor's principal market is located was considered to be highly relevant. As a result, disclosure of the location of principal markets (for other
than governmental entities) was chosen by AcSEC for inclusion in paragraph 10 while disclosure of the location of principal operating units was considered unnecessary.
B.19 Use of Estimates in the Preparation of Financial Statements. Auditors are required
under generally accepted auditing standards (GAAS)3 to acknowledge in their standard
reports the use of estimates in the preparation of financial statements. AcSEC has concluded,
however, that an explanation that the preparation of financial information requires the use of
estimates and assumptions should be included in the financial statements by the reporting
entity to inform users of the nature and limitations of those financial statements. AcSEC
acknowledges that the disclosure would usually be standardized. AcSEC nevertheless
believes it would help users make sounder use of financial statements.
B.20 There is a need to communicate explicitly to users of financial reports that the
inescapable use of estimates in the preparation of financial information, including the
determination of fair or market values for assets carried at such bases, results in the
presentation of a number of approximate rather than exact amounts. If users understand
better the inherent limitations on precision in financial statements, they will be better able to
make decisions.
B.21
Estimates inherent in the current financial reporting process inevitably involve
assumptions about future events. For example, accruing income for the current period under
a long-term contract requires an estimate of the total profit to be earned on the contract. For
another example, carrying inventories at the lower of cost and market is based on an
assumption that there will be sufficient demand for that product in the future to be able to sell
the quantity on hand without incurring losses on the sales or, if market is used, that it can be
estimated. Making realistic estimates for such matters is often difficult even in periods of
economic stability; it is more so in periods of economic volatility. Although many users of
financial reports are aware of that aspect of financial reporting, others often assume an
unwarranted degree of reliability in financial statements. The disclosure required by this SOP
should help dispel any such erroneous assumptions.
B.22 A number of publicly held business enterprises and governmental entities now include

3

SAS No. 58, Reports on Audited Financial Statements, requires auditors to include in
their standard reports a statement that an audit includes "assessing...significant
estimates made by management."
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management reports or transmittal letters in annual reports to stockholders or taxpayers.
Many such reports and letters state that estimates and assumptions are required to prepare
financial statements in conformity w i t h GAAP. AcSEC acknowledges that development, but
it believes the disclosure should be mandated and included in the notes t o financial
statements.
B.23 Certain Significant Estimates. FASB Statement No. 5 and GASB Codification Section
C50 require reporting entities to disclose certain loss contingencies, as follows:
If no accrual is made for a loss contingency because one or both of the conditions in
paragraph 8 are not met, or if an exposure to loss exists in excess of the amount
accrued pursuant to the provisions of paragraph 8, disclosure of the contingency shall
be made when there is at least a reasonable possibility that a loss or an additional loss
may have been incurred.6 The disclosure shall indicate the nature of the contingency
and shall give an estimate of the possible loss or range of loss or state that such an
estimate cannot be made. [Emphasis added.] [FASB Statement No. 5, paragraph 10]
Footnote 6 to Statement No. 5 states:
For example, disclosure shall be made of any loss contingency that meets the condition
in paragraph 8(a) but that is not accrued because the amount of loss cannot be
reasonably estimated (paragraph 8(b)). Disclosure is also required of some loss
contingencies that do not meet the condition in paragraph 8(a)—namely, those
contingencies for which there is a reasonable possibility that a loss may have been
incurred even though information may not indicate that it is probable that an asset has
been impaired or a liability had been incurred at the date of the financial statements.
FASB Statement No. 5 defines loss contingencies as
an existing condition, situation, or set of circumstances involving uncertainty as to
possible...loss...to an enterprise that will ultimately be resolved when one or more
future events occur or fail to occur. Resolution of the uncertainty may confirm the
acquisition of an asset or the reduction of a liability or the loss or impairment of an
asset or the incurrence of a liability. [paragraph 1 ]
This SOP does not change the requirements of FASB Statement No. 5 or the GASB
Codification; the requirements of this SOP supplement those requirements. For example, if
a loss contingency meets the criteria for disclosure under both Statement No. 5 and paragraph
12 of this SOP, this SOP requires disclosure that it is at least reasonably possible that future
events confirming the fact of the loss will occur in the near t e r m .
B.24
This SOP also requires disclosure of matters that may not be deemed to be
contingencies requiring disclosure under current GAAP. FASB Statement No. 5 distinguishes
loss contingencies from other uncertainties inherent in making accounting estimates, as
follows:
Not all uncertainties inherent in the accounting process give rise to contingencies as
that term is used in this Statement. Estimates are required in financial statements for
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many on-going and recurring activities of an enterprise. The mere fact that an estimate
is involved does not of itself constitute the type of uncertainty referred to in the
definition [of a contingency] in paragraph 1. For example, the fact that estimates are
used to allocate the known cost of a depreciable asset over the period of use by an
enterprise does not make depreciation a contingency; the eventual expiration of the
utility of the asset is not uncertain. Thus, depreciation of assets is not a contingency
as defined in paragraph 1, nor are such matters as recurring repairs, maintenance, and
overhauls, which interrelate with depreciation. Also amounts owed for services
received, such as advertising and utilities, are not contingencies even though the
accrued amounts may have been estimated; there is nothing uncertain about the fact
that those obligations have been incurred. [paragraph 2]
FASB Statement No. 5 acknowledges, however, that the distinction between uncertainties
inherent in making accounting estimates and uncertainties that give rise to a contingency is
not always clear:
A question has been raised whether uncollectibility of receivables and product
warranties constitute contingencies within the scope of this Statement. The Board
recognizes that uncertainties associated with uncollectibility of some receivables and
some product warranties are likely to be, in part, inherent in making accounting
estimates (described in paragraph 2) as well as, in part, the type of uncertainties that
give rise to a contingency (described in paragraph 1). The Board believes that no
useful purpose would be served by attempting to distinguish between those two types
of uncertainties for purposes of establishing conditions for accrual of uncollectible
receivables and product warranties. Consequently, those matters are deemed to be
contingencies within the definition of paragraph 1 and should be accounted for
pursuant to the provisions of this Statement. [paragraph 58]
B.25 AcSEC believes that requiring disclosure of certain estimates not deemed to be covered
by current GAAP, for example, many of the amounts reported for long-term contracts, would
enhance the usefulness of financial statements in assessing risks and uncertainties.
B.26 Among the matters specifically excluded from the scope of FASB Statement No. 5 is
the write-down of operating assets. Paragraph 31 of Statement No. 5 states:
In some cases, the carrying amount of an operating asset not intended for disposal may
exceed the amount expected to be recoverable through future use of that asset even
though there has been no physical loss or damage of the asset or threat of such loss
or damage. For example, changed economic conditions may have made recovery of
the carrying amount of a productive facility doubtful. The question of whether, in
those cases, it is appropriate to write down the carrying amount of the asset to an
amount expected to be recoverable through future operations is not covered by this
Statement.
B.27 On December 7, 1 9 9 0 , the FASB issued a Discussion Memorandum titled Accounting
for the Impairment of Long-Lived Assets and Identifiable Intangibles.
That Discussion
Memorandum is expected to result ultimately in the promulgation of authoritative guidance
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focusing on recognition, measurement, and disclosure requirements for long-lived assets
whose carrying value is judged to be impaired.
B.28 The requirements of paragraph 12 of this SOP are applicable to long-lived assets whose
value may become impaired in the near term, such as assets that are idle or that are operating
at a loss. Until the FASB issues authoritative recognition, measurement, and disclosure
guidance on this topic, AcSEC believes that financial statements should disclose significant
estimates used by management to measure long-lived assets at the balance-sheet date when
the criteria of paragraph 12 are met. (In addition, the provisions of a final FASB standard on
impairment will apply to governmental entities that use governmental fund accounting only
if the GASB requires it.)
B.29 Current Vulnerability Due to Concentrations. FASB Statement No. 105, Disclosure of
Information about Financial Instruments with Off-Balance-Sheet Risk and Financial Instruments
with Concentrations of Credit Risk, requires reporting entities to disclose certain information
about financial instruments with off-balance-sheet risk of accounting loss. GASB Codification
Section I50, "Investments, Including Repurchase Agreements," requires disclosures about
concentrations of credit and market risk resulting from investments owned by governmental
entities. (FASB Statement No. 105 disclosure requirements do not apply to governmental
entities that use governmental fund accounting and reporting.) Statement No. 105 also
requires disclosure of information about significant concentrations of credit risk from an
individual counterparty or groups of counterparties for all financial instruments.
B.30 Some have asserted that, for financial instruments, the disclosures required by
paragraph 20 are already encompassed by current GAAP. Current GAAP, however, address
credit and market risk only; they do not address other risks, such as liquidity risk and interest
rate risk, that are addressed in this SOP. In addition, this SOP requires identification of those
risks that meet additional criteria to help users disaggregate that information.
B.31 In its November 30,1987, exposure draft, Disclosures about Financial Instruments, the
FASB proposed a requirement to disclose information about liquidity risk. The background
information provided in FASB Statement No. 105 indicates that "Most respondents [to the
exposure draft] agreed that the areas of risk identified in the Exposure Draft—market, credit,
and liquidity risk—need more comparable disclosure of information" (paragraph 59). [emphasis
added.] It goes on to say, however, that "many respondents also asserted that the proposed
disclosure requirements were too extensive and that the cost of implementing them would be
excessive" (paragraph 60). The Board concluded that "the most expeditious way to deal with
what many respondents perceive as the area most in need of improvement was to consider
the disclosure issues discussed in the 1987 Exposure Draft in phases." FASB Statement No.
105 is the result of the first phase of that project.
B.32 AcSEC agrees with the respondents to the FASB's November 30, 1987, exposure draft
that improved disclosure about liquidity risk is needed. AcSEC further believes that the
disclosure criterion of "severe impact" in paragraph 20 will satisfy concerns that the
disclosures would be too extensive and costly to implement. Moreover, AcSEC believes that
this criterion serves to eliminate disclosures that might be made in standardized fashion about
a broad array of risks and uncertainties, which would detract from the usefulness of more
relevant information.
53

B.33 FASB Statement No. 2 1 , Suspension of the Reporting of Earnings per Share and
Segment Information by Nonpublic Enterprises, eliminated the requirement for nonpublic
enterprises to disclose information about major customers. But in eliminating that requirement
the Board noted that Statement No. 21 "does not affect the disclosure of information about
economic dependency when such disclosure may be necessary for a fair presentation."
Governmental entities are currently required to provide information about expenditures by
function, revenues by source, and principal taxpayers, as discussed in paragraph B.63.
B.34 AcSEC believes that disclosure in the notes to financial statements about current
vulnerability due to concentrations of customers, taxpayers, grantors, and contributors is
necessary for a fair presentation when the criteria in paragraph 20 are met. In this
circumstance, AcSEC deems that it is always considered at least reasonably possible that any
of these will be lost.
B.35 AcSEC considered whether it would be useful to establish quantitative criteria for
disclosure of concentrations, either in place of or in addition to the qualitative criteria
provided. AcSEC believes that a quantitative approach might not provide meaningful
information about an enterprise (for example, a critical supplier is not necessarily a major
supplier). Any potential simplification in implementing the disclosure requirements that might
result from a quantitative approach would be outweighed by deterioration in the quality of
information provided.
B.36 Financial Flexibility. Some information bearing on financial flexibility is currently
reported in financial statements. But not all of the information of the kind required by this
SOP concerning financial flexibility is currently required to be reported in financial statements.
B.37 SAS No. 59, "The Auditor's Consideration of an Entity's Ability to Continue as a Going
Concern," requires auditors4 to evaluate in the course of their audits the client's ability to
continue as a going concern. Although "going concern" is not defined, the concept embodies
many of the same notions as financial flexibility. SAS No. 59 states in paragraph 1 that
Ordinarily, information that significantly contradicts the going concern assumption
relates to the entity's inability to continue to meet its obligations as they become due
without substantial disposition of assets outside the ordinary course of business,
restructuring of debt, externally forced revisions of its operations, or similar actions.
B.38 SAS No. 59 requires auditors to perform that evaluation in three steps:
•

4

Consider whether the results of procedures performed in planning, gathering
evidential matter relative to various audit objectives, and completing the audit
identify conditions and events that, when considered in the aggregate, indicate

Statement on Standards for Accounting and Review Services No. 7, Omnibus
Statement on Standards for Accounting and Review Services-1992, paragraph 7,
clarifies that the disclosure requirements of SAS No. 59 also apply to compilation and
review engagements.
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there could be substantial doubt about the entity's ability to continue as a going
concern for a reasonable period of time. 5

B.39

•

If the auditor believes there is a substantial doubt about the entity's ability to
continue as a going concern for a reasonable period of time, (a) obtain information
about management's plans that are intended to mitigate the effect of such
conditions or events and (b) assess the likelihood that such plans can be effectively
implemented.

•

After evaluating management's plans, conclude whether there is substantial doubt
about the entity's ability to continue as a going concern for a reasonable period of
time.

Paragraph .10 of SAS No. 59 states that
When, after considering management's plans, the auditor concludes there is substantial
doubt about the entity's ability to continue as a going concern for a reasonable period
of time, the auditor should consider the possible effects on the financial statements
and the adequacy of the related disclosure. Some of the information that might be
disclosed includes—
•

Pertinent conditions and events giving rise to the assessment of substantial doubt
about the entity's ability to continue as a going concern for a reasonable period of
time.

•

The possible effects of such conditions and events.

•

Management's evaluation of the significance of those conditions and events and
any mitigating factors.

•

Possible discontinuance of operations.

•

Management's plans (including relevant prospective financial information).3

•

Information about the recoverability or classification of recorded asset amounts or
the amounts or classification of liabilities.

Footnote 3 to paragraph .10 of SAS No. 59 states:
It is not intended that such prospective financial information constitute prospective
financial statements meeting the minimum presentation guidelines set forth in the
Statement on Standards for Accountants' Services on Prospective Financial
Information, Financial Forecasts and Projections, nor that the inclusion of such
information require any consideration beyond that normally required by generally
accepted auditing standards.

5

"Reasonable period of time" is used in SAS No. 59 to mean a period of time not to
exceed one year beyond the date of the financial statements.
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B.40 Paragraph .11 of SAS No. 59 states that
When, principally because of the auditor's consideration of management's plans,
he concludes that substantial doubt about the entity's ability to continue as a going
concern for a reasonable period of time is alleviated, he should consider the need
for disclosure of the principal conditions and events that initially caused him to
believe there was substantial doubt. The auditor's consideration of disclosure
should include the possible effects of such conditions and events, and any
mitigating factors, including management's plans.
B.41 The disclosure requirements of this SOP differ from the requirements of SAS No. 59 in
three principal respects:
•

SAS No. 59 provides general guidance, framed in terms of consideration
of
disclosure and information that might be disclosed; this SOP requires disclosure if
specific criteria are met. The extent of the disclosure required by this SOP,
however, should take into account the severity of the situation.

•

SAS No. 59 requires consideration of the need for disclosure only if the results of
audit procedures identify conditions and events t h a t , w h e n considered in the aggregate, indicate that there could be substantial doubt about the entity's ability to
continue as a going concern for a reasonable period of time; this SOP requires a
discussion of financial flexibility in the notes to the financial statements if certain
near-term conditions are at least reasonably possible, regardless of whether they
could cast a substantial doubt on the entity's ability to continue as a going
concern.

•

SAS No. 59 is addressed to independent accountants; this SOP is addressed to
both independent accountants and preparers of financial statements.

Financial Flexibility
B.42 Whether an entity will be able to carry out its plans and objectives in the normal course
of business is often a function of its financial flexibility. This attribute of an entity is its ability
to take action that will offset or eliminate an excess of required and expected cash payments
over its cash resources. Without financial flexibility there is a risk that the entity will not be
able t o conduct its operations in the normal course of business. Users of financial statements
need to know about an entity's financial flexibility or its lack of such flexibility w h e n it is
reasonably possible that such flexibility will be called upon in the near t e r m .
B.43 As the result of the significant leveraging of many entities in recent years, a lack of
financial flexibility has led some entities to take drastic action not in the normal course. In
many cases, the possibility of these actions was not apparent to users of financial statements.
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The disclosure requirements of this SOP will allow users to assess the risk and uncertainty
associated with the entity's financial flexibility when significant actions are at least reasonably
possible because of a shortfall in near-term cash resources versus required and expected cash
outflows.
B.44 Liquidity is the lifeblood of most reporting entities. The ability to pay debts when due
is usually required to remain in operation. Without that ability, an entity will have difficulty
purchasing goods and services and dealing with creditors who can force the entity into
bankruptcy.
B.45 Entities often need more cash than they are able to generate from operations. Some
entities are profitable and growing. Others are struggling. Regardless, both types need to
take actions that ensure timely and adequate cash inflows.
B.46 This SOP defines financial flexibility as the ability to take action, if necessary, that
would eliminate an excess of required and expected cash payments over expected cash
resources. Examples of such action include borrowing, issuing stock, liquidating assets,
reducing costs and dividends, or raising taxes.
B.47 Financial flexibility is important for many reporting entities. Financial flexibility becomes
more important as the likelihood of a cash shortage increases and the risk of a cash shortage
becomes imminent. For some entities, the likelihood of a cash shortage in the near term is
remote, or if a cash shortage occurs, they have already made arrangements ensuring that adequate cash will be available. For those entities, financial flexibility exists. For other entities,
however, the likelihood of an imminent cash shortage is high and no credit facility is
available. For those entities, financial flexibility may be a key to survival and, accordingly,
represents a significant risk to the entity of which financial statement users should be made
aware.
B.48 This SOP requires that entities that meet the criteria of paragraph 26 expand their
disclosures to discuss financial flexibility. AcSEC decided not to require that all reporting
entities discuss financial flexibility because of costs versus benefits considerations. Some
entities, however, may decide to discuss financial flexibility even though they do not meet
all the conditions in this SOP to require disclosure. AcSEC encourages reporting entities to
discuss financial flexibility whenever they decide that financial flexibility is important to the
users of financial statements.
B.49 For governmental entities, financial flexibility is affected by additional factors. For
example, a governmental entity may have little control or ability to limit certain of its expenditures, such as Medicaid expenditures. That is, these types of expenditures may create a
structural inability to cover expected cash outflows by reducing costs. When this inability is
coupled with balanced budget requirements, tax increase limitations, state or local debt
ceilings, or limitations on rates that can be charged for services, financial flexibility may be
severely limited. In addition, this condition may be exacerbated by a poor economy. That is,
certain governmental expenditures tend to increase as the economy declines.
B.50 AcSEC believes that it is useful to distinguish between entities that have financial
flexibility and those that do not. The discussion of financial flexibility required by this SOP
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will better enable users of financial statements to make that distinction. AcSEC also believes
that, for entities having several courses of action available t o deal w i t h a cash shortage, it is
useful to understand the course that the entity would expect to take. Thus, this SOP requires
that disclosure.
B.51 Concern has been raised that, in order for an entity to evaluate whether disclosure of
financial flexibility is necessary, all entities would be required to prepare a cash f l o w forecast
for the ensuing year. This SOP establishes no such requirement. While many enterprises do
prepare, at a minimum, one-year informal cash forecasts (budgets), in other cases management will be able t o informally assess the need for disclosure based on prior-year historical
cash f l o w s adjusted by known/planned changes. There will be other situations where an
uncertainty exists as t o whether disclosure of financial flexibility would be required. In these
cases, an overall cash f l o w forecast may need to be prepared. AcSEC believes that in these
situations, the benefits of useful and relevant information provided to users of the financial
statements and to the entity itself outweigh the incremental costs.

Current SEC Requirements
B.52 The SEC requirement for information to be included in M D & A expands the information
that financial reporting otherwise provides to include certain specific kinds of information
related to liquidity, capital resources, and results of operations. It further expands the
information to include management analysis of trends and other factors. Thus, management's
subjective analysis is a significant part of the information users obtain from financial reporting
of publicly held business enterprises as the data for their decisions.
B.53 The FASB's Concepts Statements present the view that such analysis is helpful to
users. In Statement of Financial Accounting Concepts No. 1 , for example, the FASB observes
that financial reporting should include explanations and interpretations and cites as an example
management's explanation of the information as a significant aid to users.
B.54 Under SEC requirements relating to M D & A , publicly held business enterprises are
required to discuss financial flexibility. Regulation S-K, Item 3 0 3 (a) states, in part:
(1) Liquidity. Identify any known trends or any known demands, commitments, events
or uncertainties that will result in or that are reasonably likely to result in the
registrant's liquidity increasing or decreasing in any material way. If a material
deficiency is identified, indicate the course of action that the registrant has taken or
proposes to take to remedy the deficiency. Also identify and separately describe
internal and external sources of liquidity, and briefly discuss any material unused
sources of liquid assets.
(2) Capital resources.
(i) Describe the registrant's material commitments for capital expenditures as of the
end of the latest fiscal period, and indicate the general purpose of such commitments
and the anticipated source of funds needed to fulfill such commitments.
(ii) Describe any known material trends, favorable or unfavorable, in the registrant's
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capital resources. Indicate any expected material changes in the mix and relative cost
of such resources. The discussion shall consider changes between equity, debt and
any off-balance sheet financing arrangements.
The SEC's Financial Reporting Release (FRR) No. 36 states that "When viewed to include
capital resources, the Commission's concept of liquidity is comparable to the Financial
Accounting Standards Board's ('FASB') concept of financial flexibility or the ability of an
enterprise to adjust its future cash flows to meet needs and opportunities, both expected and
unexpected" (footnote 18).
B.55 The disclosure requirements of this SOP concerning financial flexibility differ from the
MD&A requirements in three important respects. First, the MD&A rules require a discussion
of financial flexibility in all cases, whereas this SOP requires a discussion of financial flexibility
only when it is reasonably possible that the reporting entity's financial flexibility will be called
on in the near term.
B.56 Second, the MD&A rules require a discussion of both short-term and long-term financial
flexibility; the disclosure requirements of this SOP apply only to near-term financial flexibility.
B.57 Third, the MD&A rules require registrants to analyze their financial flexibility using the
statement of cash flows and to discuss financial flexibility in terms of investing, financing, and
operating activities. This SOP does not require a particular kind of analysis of financial
flexibility or discussion in terms of particular categories.
B.58 Publicly held business enterprises are also required to describe, among other things,
"any known trends or uncertainties that have had or that the registrant reasonably expects
will have a material favorable or unfavorable impact on net sales or revenues or income from
continuing operations" (Regulation S-K, Item 303 (a)(3)(ii)). FRR No. 36 clarifies that
disclosure is required unless management determines that the trend or uncertainty is not
reasonably likely to occur or that a material effect on the registrant's financial condition or
results of operations is not reasonably likely to occur. Publicly held business enterprises are
encouraged but not required to include forward-looking information relevant to a full
understanding of their past and anticipated operations.
B.59 The disclosure of current vulnerability due to concentrations required by paragraph 20
of this SOP differs from the MD&A requirement in two important respects. First, the MD&A
rules apply broadly to "any known trends or uncertainties," whereas paragraph 20 applies only
to known "concentrations," as the term is used herein. Concentrations would represent only
a subset of those trends or uncertainties addressed in MD&A.
B.60 Second, this SOP would require disclosure only if the effect would be a severe impact,
which is intended to be a higher threshold than material. AcSEC believes a higher threshold
is needed for disclosure of vulnerability due to concentrations and that this higher threshold
will still meet the objective of providing an early warning of the potential for a disruptive set
of events occurring in the near term.
B.61

The SEC also requires registrants, "where appropriate," to include in prospectuses
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offering securities to the public "a discussion of the principal factors that make the offering
speculative or one of high risk." Among the factors cited are "the financial position of the
registrant" and "the nature of the business in which the registrant is engaged or proposes to
engage" (Regulation S-K, Item 503(c)).
B.62 This information required by the SEC is not now required for entities not subject to SEC
regulation. Expanding the scope of financial statements to include some of such information
is, however, compatible w i t h the objectives of financial reporting. This SOP would require
disclosure in the notes to financial statements of some of the information now reported in
M D & A or as risk factors but might also require disclosure of certain information not currently
required in either place.

Governmental Entity CAFR Requirements
B.63 GASB Codification Section 2 2 0 0 , "Comprehensive Annual Financial Reports," paragraph
101 states that
Every governmental unit should prepare and publish, as a matter of public record,
a comprehensive annual financial report (CAFR) that encompasses all funds and
account groups. . . . The CAFR is the governmental unit's official annual report
and should also contain introductory information, schedules necessary to demonstrate compliance with finance related legal and contractual provisions, and
statistical data.
Codification Section 2 8 0 0 , "Statistical Tables," provides details on the statistical data that
should be included in CAFRs. These data are unaudited and are presented for the last ten
fiscal years. They are presented outside the general purpose financial statements. They
include —
•

General governmental expenditures by function.

•

General revenues by source.

•

Computation of legal debt margin, if not presented in the general purpose financial
statements.

•

Principal taxpayers.

Governmental comprehensive annual financial reports also typically include letters of
transmittal that provide information on economic condition and outlook (including major
industries w i t h i n the area), effects of revenue and debt limitations, budgetary controls, and
risk control policies. The disclosure requirements of this SOP duplicate some of the data
required in governmental statistical tables and provided in CAFR transmittal letters. For
example, information about principal taxpayers would be disclosed based on paragraph 2 0 of
this SOP if the criteria of that paragraph are met. Information about legal debt margins may
be required to be disclosed if it provides information about the governmental entity's nearterm financial flexibility (paragraph 23).

60

Role of Users' Perceptions
B.64 According to the FASB, the first objective of financial reporting, which includes financial
statements, is to provide information to present and potential investors and others that is
useful in making rational investment decisions. Thus, users' perceptions of their needs should
be considered in determining w h a t information financial statements can or should provide.
Users, however, may make decisions in diverse ways and may see their information needs
inconsistently. Providing all users w i t h all the information they may think they need is not a
realistic aim of financial statements specifically or of financial reporting generally.
B.65 Reporting entities and those w h o have economic interests in them are affected by many
factors that interact in complex ways. Those w h o use financial information for business and
economic decisions need to combine information provided by financial reports w i t h pertinent
information from other sources, including additional information provided by issuers, financial
analysts' reports, business and trade publications, and reports of macroeconomic and other
local, national, and international events.

Cost/Benefit
B.66 AcSEC believes the disclosures required by this SOP will improve financial reporting by
providing, in a number of situations, information that will assist financial statement users in
assessing certain risks and uncertainties inherent in financial reporting.
B.67 FASB Concepts Statement No. 2, Qualitative
states in paragraph 142 that

Characteristics

of Accounting

Information,

The costs and benefits of a standard are both direct and indirect, immediate and
deferred. They may be affected by a change in circumstances not foreseen when the
standard was promulgated. There are wide variations in the estimates that different
people make about the dollar values involved and the rate of discount to be used in
reducing them to a present value...[It has been observed that] "the merits of any
Standard, or of the Standards as a whole, can be decided finally only by judgments
that are largely subjective. They cannot be decided by scientific test."
B.68 While a reliable evaluation of costs versus benefits is not possible, AcSEC believes that
the benefits of the disclosures required by this SOP will outweigh their costs.
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APPENDIX C
FLOWCHARTS
Certain Significant Estimates
START

Based on
information
available prior to
issuance of the financial
statements and of which
management is reasonably expected
to have knowledge, is it
reasonabIy possible that an
estimate could change
in the near
term?
1

No

Yes

Would
the effect of
the change be
material to the
financial statemerits being
issued?
2

Paras. 17 & 18
Disclosure should include:
o The potential near-term
effect of the possible
change in the estimate.
o An indication that the
change could occur in
the near term.
If the disclosure relates to
an estimate used to measure
the carrying amount of an
asset not held for sale, the
specific measurement technique should also be
disclosed.

Yes

END
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Paras. 12 & 16
No

B

No disclosure
is required.

A

Current Vulnerability Due to Concentrations
START

Is there a
concentration of
items that have similar
economic characteristics and
that collectively expose the
entity to a particular kind
of risk?

No

3

Yes

Did the
concentration
exist at the
date of the
finanial
statements?

No

4

Yes

Para 7
Severe impact is
defined as a significant financially
disruptive effect
on the normal
functioning of
the entity.

Based
on
information available
prior to issuance
of the financial statements and of which management
is reasonably expected to
have knowledge, is it reasonably
v possible that an event could
occur that could cause the
concentration to result
in a near-term
severe
5impact?
Yes
Para. 23

D

Disclosure should include:
o A description of the concentration.
o A description of the
possible adverse event.
o An indication of the
concentration's possible
near-term severe impact.

Yes

END
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Para. 20
No

No disclosure
is required.

C

Financial Flexibility

Paras 26 & 27
Actions include:
o entering into new credit
agreements.
o modifying or renewing
existing credit agreements.
o borrowing, directly or
indirectIy.
o liquidating assets, directly or indirectIy.
o enacting new taxes or
raising existing taxes.
o reducing costs
o reducing dividends.
o reducing or eliminating
services or programs, including deferring maintenance on infrastructure.
o issuing capital stock.
o filing for bankruptcy
protection.

Based on
information
available prior to
issuance of the financial statements and of
which management is reasonably
expected to have knowledge, is it
reasonably possible that the entity
will not be able over the near term
to pay its expected cash outflows without taking
certain actions?

Paras 26 & 28
Disclosure should
include:
o Management's
expected course
of action.
The extent of the disclosure should take
into account the
severity of the
situation.

END
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Para. 26
No

No disclosure
is required.

E

